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ABSTRACT 

This dissertation explores the relationship between Foreign Direct Investment 
(FDI) and the level of democracy in developing countries. It has three specific aims: (1) 
To revisit the political effect of overall FDI on democracy; (2) To examine the political 
effects of disaggregated FDI by sector and by regime type of the source country; (3) To 
examine the regional differences of FDFs political effects. This dissertation hypothesized 
that not all types of FDI facilitate the level of democracy in the developing world and that 
the political effects of FDI differ across regions. 

Using panel data covering 124 developing countries from 1970 to 2005, 1 found 
that FDI has dual effects on the level of democracy in developing countries, based on the 
results of the Panel Corrected Standard Error and Panel Vector Autoregressive analyses. 
The findings showed a negative and significant effect of overall FDI on democracy in the 
developing world, but FDI from developed democracies exerts a significant positive 
effect on democracy. The results also showed that FDI in the primary sector may play a 
negative role in the political development of developing countries. I also found a regional 
difference in political effect of FDI in Latin America, Central and Eastern Europe and the 
CIS, Asia, Africa, and the Middle East due to the imbalance of the distribution of 
disaggregated FDI. 

The findings refuted the argument that the economic aspects of integration into 
the world economy are beginning to cause a decline in national democratic development. 
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This dissertation suggests that the negative political effects of FDI could be alleviated by 
increasing FDI from the developed democracies and reducing resource-seeking FDI. 
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CHAPTER 1 
INTRODUCTION 

Foreign Direct Investment (FDI) is one of the most striking features of economic 
globalization. Before the 1990s, developed countries were the primary FDI recipients, 
and FDI inflows to developing countries were relatively small. Over the past two 
decades, there has been a surge of FDI in developing countries. FDI inflows to the 
developing world began to increase enormously in the mid-1990s. In 1990, FDI flows 
between the North and the South represented less than 15% of the world total; by 1996, 
that share had swelled to 40% (DeMartino 1998, 1). The ratio of FDI inflows as a 
percentage of gross domestic product (GDP) in these less-developed countries amounted 
to an annual average of 1 .9% in this period, while the same figure for high-income 
Organization for Economic Cooperation and Development (OECD) countries was only 
1.4%, indicating a higher relevance of FDI to developing economies (World 
Development Indicator (WDI) 2006). 

In the 1960s and 1970s, the leaders in many developing countries regarded FDI 
and multinational corporations (MNCs) as threats to domestic economic development. 
Some developing countries expropriated or nationalized foreign investments during the 
1960s and 1970s. In Sri Lanka, for instance, over 250 foreign-invested firms were 
nationalized between 1971 and 1976 (Kebonang 2006). However, this hostility, directed 
at FDI, has largely waned since the early 1980s. Along with the trend of worldwide 



globalization and economic growth, by the early 1990s many developing countries had 
moved away from state-planed, inward-oriented strategies toward both the free market 
and integration into the world economy (World Bank 1991, 3 1). In response to the rapid 
changes in global technological and economic conditions, leaders in developing countries 
came to believe that economic openness and liberalization were prerequisites to growth 
and development. FDI is seen by many as essential for jumpstarting economic growth by 
bolstering domestic capital, productivity, and employment. Attracting FDI has become a 
key component of national development strategies for many developing countries (United 
Nations Conference on Trade and Development (UNCTAD) various years). 

In the last 30 years, the world has also witnessed tremendous progress toward 
democracy in most developing countries. These countries have become interested in 
building and improving the quality of democratic governance, such as public 
accountability, responsiveness, transparency, and efficiency (UNCTAD 2005). 
Particularly since the late 1980s, 70% of developing countries have made substantial 
efforts to expand political freedoms on the heels of worldwide globalization, represented 
by the sweeping trend of economic openness in trade and financial markets (Rudra 2005, 
704). A survey conducted by Freedom House in 2006 (Freedom House 2007) showed 
that 90 of the world's 192 countries (47%) were rated as free, which is the largest number 
ever recorded. In 1976, 30 years earlier, there were only 40 "free" countries in the world. 1 

This simultaneous trend of democratization along with globalization inspires me 
to pay more attention to the linkage of capital flows and political liberalization and 
democratization. Are democratic ideas and values spreading along with FDI from 



1 According to the Freedom House survey referenced above, all "free" countries qualify as both electoral 
and liberal democracies. 



developed democracies to developing countries? After entering host developing 
countries, does FDI from advanced democracies produce positive externalities that 
encourage democratic improvement? The main research question I will explore in this 
dissertation is whether FDI contributes to the improvement of democracy in developing 
countries. 

The neo-liberal-based "Washington Consensus" purports that a combination of a 
democratic government, a free market, a dominant private sector, and economic openness 
is the only correct course for development (Cohn 2005). Although these policy 
prescriptions were issued primarily for the Latin American economies in the early 1990s, 
they have also been adapted for application to the rest of the developing world. 
International institutions and organizations like the World Bank, the International 
Monetary Fund (IMF), and the Organization for Economic Cooperation and 
Development (OECD) all emphasize the role of FDI as a vital catalyst of national 
development efforts in the South (Kebonang 2006; UNCTAD various years). Many 
scholars, following the "Washington hypothesis," believe that financial liberalization is 
promoting the spread of democracy throughout the world. They contend that, under the 
pressure of dramatic economic competition, many developing countries promote 
democratic governance, including the protection of property rights, accountability, 
transparency, free elections, and so on, to lower the political risks that scare foreign 
investors away. FDI also indirectly improves democratic development by boosting 
economic growth in developing states. In addition, scholars suggest a positive social and 
psychological impact of FDI on developing societies (Dailami 2000; de Soysa 2003; Li 
and Reuveny 2003; Maxfield 1998; 2000; Rudra 2005). 



Opponents of FDI argue that MNCs are attracted to countries with authoritarian 
regimes. Moreover, they accuse FDI of crowding out national enterprises, destroying 
economies, degrading the environment, and deteriorating accountability, human rights, 
and civil society by fostering authoritarianism to ensure profits in host developing 
countries (Armijo 1999; Bornschier and Chase-Dunn 1978; Gallagher 2002; Haggard 
1990; O'Donnell 1988; Quinn2001). 

The few existing empirical studies on the political effects of FDI are inconclusive. 
Some found a positive effect of FDI on the level of democracy (de Soysa 2003); some 
showed that this positive political effect weakens over time (Li and Reuveny 2003); and 
others posited a negative and insignificant political influence for FDI (Rudra 2005). Thus, 
to solve the puzzle, I revisited the nexus between FDI and the level of democracy, using 
panel data for 124 developing countries from 1970 to 2005 in a time-series and cross- 
sectional (TSCS) model with the Panel Corrected Standard Error (PCSE) procedure and 
the Panel Vector Autoregressive Regression (PVAR) analysis. I propose that the political 
effect of FDI might depend on the sector, the regime type of the source country, and the 
differences in regions. Perhaps existing analyses have reached conflicting results because 
they did not take these factors into account. 

The composition of FDI inflows to developing countries has been changing over 
the last three decades. Although developed countries remain the biggest foreign capital 
investors, there were significant increases in outward investment by developing countries, 
especially after the mid-1990s (UNTCAD 2006). In 2005, outflows from these 
economies reached $133 billion, accounting for 17% of the world total (UNTCAD 2006). 



2 See Chapter 3 for detailed information about how countries were classified as "developing" in this 
dissertation. 



The majority of these outflows were destined for other developing countries. According 
to the World Investment Report (WIR), FDI from developing countries accounts for 
almost half of total inward FDI in a number of less-developed countries (LDCs) 
(UNTCAD 2006). Compared to its developed counterpart, FDI from developing 
economies has two distinct features: a relatively high degree of state ownership and a 
firm-specific advantage based on networks and relationships (UNCTAD 2006). These 
two characteristics lead to problematic corporate governance and transparency. 
Moreover, FDI from developing countries is least likely to spread democratic ideas and 
values. The sources of FDI from developing countries are highly concentrated in several 
states, including China, Singapore, Russia, Mexico, and South Africa. The majority of 
these source countries are still authoritarian regimes. Although a few source countries, for 
example, Mexico and Brazil, have been regarded as democratic states, compared to the 
developed Western democracies, their quality of democracy is questionable and they are 
still in the long process of democratic consolidation. In this sense, this type of FDI is not 
expected to promote democracy. 

In terms of the structure of FDI, there has been a shift in the industries in which 
foreign firms were active, from the exploitation of oil and natural resources in the post- 
war period to manufacturing, services, and high technology (UNTCAD 2006). Scholars 
have suggested that the effects of FDI vary by sector (Alfaro 2003; Schulz 2006). FDI in 
the non-primary sectors actually has a close bond with the host economy and a significant 
and positive impact on the developing society. It is this type of FDI that encourages 
economic growth in developing countries. Unlike FDI in the non-primary sectors, 
resource-seeking FDI prefers authoritarian regimes, impedes domestic economic 



development, extracts natural resources, and has little social impact on host developing 
countries (Alfaro 2003; Bornschier and Chase-Dunn 1978; 1985; Hirschman 1958; Ross 
1999; 2001; Schulz 2006; Wantchekon 2000). As a result, resource-seeking FDI is the 
worm in the apple, deterring political improvement in the South. 

My main proposition is that certain types of FDI promote the level of democracy 
in developing countries. FDI from developing economies and resource-seeking FDI in the 
primary sector might have negative political effects. Based on this proposition, I develop 
the two following sub-hypotheses; 

1 . FDI stocks and inflows from advanced democratic countries are more likely to 
promote democracy in developing countries than those from developing 
countries. 

2. FDI stocks and inflows in the primary sector have a negative effect on 
democracy in developing countries. 

The empirical results of my study supported the hypotheses. The findings can be 
summarized as follows: FDI has dual effects on the level of democracy in developing 
countries. One is the positive political effect of FDI from advanced democracies; the 
other is the negative political impact of FDI in the primary sector. Furthermore, the 
influences of FDI on democracy in the developing world are not uniform across regions, 
due to the uneven distribution of disaggregated FDI. Generally, the political effect of FDI 
is stronger in Latin America and the Caribbean, Central and Eastern Europe and the 
Commonwealth of Independent states (CIS), and Eastern Asia than in Africa, the Middle 
East, and South Asia. The important contribution of this study is to offer a policy 
recommendation different from those in previous works in terms of the distribution of 



foreign capital investment in developing countries. My findings refute the argument that 
the economic aspects of integration into the world economy are beginning to cause a 
decline in national democratic development (e.g., Li and Reuveny 2003; Gallagher 2002). 
The results suggested that there are two ways to alleviate the negative effects of FDI on 
democracy: first, increase the amount and percentage of FDI from democracies in 
developing economies; second, reduce the amount of FDI focusing on natural resource 
exploitation and shift the investment to the secondary and tertiary sectors. 

My study differs from previous research in three aspects: first, some scholars 
suggest that the economic effects of FDI differ geographically (e.g., Tsai 1995). Since the 
political effect of FDI is associated with its economic effect, I believe the political impact 
of FDI may also vary geographically. Thus, it is important to compare and contrast the 
effects of FDI on democracy regionally. In this study, I investigate the variation of 
political effects of FDI in Latin America, Central and Eastern Europe and the CIS, Asia 
and the Pacific, Africa, and the Middle East. 

The second difference is that I examine the political effect of FDI by sector 
(industry) and by the regime type of the source country. The political effects of FDI in 
developing countries might vary over time and across regions due to differing FDI 
distributions in different sectors and FDI from countries with different regime types. 
Thus, exploring the links between political liberalization and democratization and 
disaggregated FDI will provide more relevant information and will lead to a new 
perspective from which to study the effect of FDI in host developing countries. 

Finally, I use the latest available data. The time series covers 1970 to 2005, and 
the sample includes 124 developing countries. More recent cross-national data on FDI 
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and democracy will bring additional information to the empirical analysis. Moreover, I 
will use a PVAR model to explore the relationship between FDI and democracy. This 
model helps to separate the reciprocal effects between FDI and democracy and to 
determine the main causal direction (Holtz-Eakin, Newey, and Rosen 1988). 

The dissertation proceeds as follows: after an introductory chapter, the next 
chapter addresses the evolution of FDI and democracy in developing countries in the past 
30 years and provides a review of relevant theoretical literature. The research design is 
presented in Chapter 3. Chapter 4 reports empirical findings. The final chapter concludes 
with a discussion of regional differences in the political effects of FDI, policy 
implication, and limitations of the research. 



CHAPTER 2 
LITERATURE REVIEW 

This chapter is divided into two parts. The first part serves as an introduction to 
the background of FDI and democracy. It contains a survey of formal definitions and the 
evolution of FDI and democracy over the past 30 years. The second part provides a 
comprehensive review on the studies of FDI and democracy, and the studies of the 
relationship between these two phenomenal trends. 

The Contours of FDI and Democracy 
Definition of FDI and MNC 

Both the IMF's fifth edition of The Balance of Payments Manual (BPM5) and the 
OECD's Benchmark Definition of Foreign Direct Investment in 2008 (BD4) provide the 
standard definition of FDI. Generally speaking, FDI is a form of investment made by a 
foreign entity or group of associated entities resident in one economy {the direct investor) 
to acquire a lasting interest in an enterprise {the direct investment enterprise) operating 
outside of the economy of the investor (IMF 1993; OECD 2008). 

Unlike portfolio investment, FDI has the intention of exercising some amount of 
control over an enterprise abroad through "an effective voice in the management of the 
enterprise" (OECD 2008, 39). According to the BPM5 of OECD and BD4 of IMF, an 
effective voice usually implies that the foreign investor owns a minimum of 10% of the 
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ordinary shares, voting power or the equivalent in the direct investment enterprise. 
Foreign investors may also be allowed to gain access to the economy of the direct 
investment enterprise. Therefore, FDI involves a strategic long-term relationship between 
the direct investors and the enterprises in the host countries. 

Only capital that is provided by the direct investors, either directly or through 
other enterprises related to the investor, should be classified as FDI. It constitutes not 
only the initial equity transaction that meets the 1 0% threshold to establish the FDI 
relationship between the direct investor and the direct investment (equity capital), but 
also all subsequent capital transactions between them and among affiliated enterprises 
residing in different economies (the reinvestment of earnings and the provision of long- 
term and short-term intra-company loans) (OECD 2008, 41; UNCTAD 2008a). 

MNCs are comprised of parent enterprises and their foreign affiliates, located in 
more than one country. MNCs perform FDI transactions, and their ownership can be 
public, private, or mixed (UNCTAD 2003). 

General Trends of FDI 

Although the birth of modern MNCs dates back to the nineteenth century (Jones 
and Wren 2006; Wilkins 1 986), it was not until the late twentieth century that world FDI 
flows began to increase substantially. In the 1970s, the world FDI flows began to increase 
steadily, however slowly. Notable growth did not occur until the late 1990s, when it 
experienced a phenomenal increase. From 1980 to 1990, FDI quadrupled, increasing at 
an annual average of 15% (UNCTAD 2000; WDI 2006). The following decade witnessed 
an even more dramatic growth in FDI inflows, from $200 billion in 1990 to nearly $1.5 
3 Most MNCs are privately owned. 
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trillion in 2000. In 1 998 and 1 999, world FDI inflows surged by an annual rate of 50% 
(IMF 2003). The growth trend was interrupted by economic recession in the very early 
years of the twentieth- first century. However, the downturn ended within the next three 
years and there were signs of a recovery, with world FDI inflows increasing again in 
2004 and reaching over $916 billion in 2005 (UNCTAD 2005; 2006). The United 
Nations (UN) gave an optimistic view on the prospects for FDI, forecasting a continuous 
growth to the end of the decade (UN 2004; UNCTAD 2006). 4 Figure 2.1 shows the ratio 
of total FDI net inflows to the world GDP from 1970 to 2005. Note the dramatic increase 
in the ratio of FDI inflow to GDP since the late 1990s. 

Figure 2.1 FDI Inflow-to-GDP Ratios, 1970 to 2005 
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[ In 2008, the worldwide financial crisis may cause another serious downturn in FDI flows. 
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Over the last three decades, the number of MNCs in the world has risen 
spectacularly as well. According to estimates by UNCTAD (2006), the universe of MNCs 
now includes about 77,000 parent companies owning over 770,000 foreign affiliates and 
a plethora of inter-firm arrangements. The sales of foreign affiliates worldwide have 
grown faster than world income since the 1960s. In 2000, the gross product of all 
MNCs — that is, including parent firms — constituted roughly a quarter of the world GDP 
(UNCTAD 2000). In 2005, "these foreign affiliates generated an estimated $4.5 trillion in 
value added, employed some 62 million workers, and exported goods and services valued 
at more than $4 trillion," accounting for one-third of world exports (UNCTAD 2006, 5). 

The geographical distribution of FDI inflows remains highly uneven. Between 
1985 and 1990, 83% of world FDI inflows took place in developed states, with five 
advanced developed countries — France, Germany, Japan, the United States, and the 
United Kingdom — occupying over 56% (de Soysa 2003, 14). In 2004, the list of the 
world's top 100 MNCs was dominated by the Triad, the European Union (EU), Japan, 
and the United States, which owned 85 top MNCs (UNCTAD 2006, 5). Although the 
developed world still accounts for the major part of world FDI inflows, the volume of 
FDI flowing to developing economies has been rising over the last two decades. Figure 
2.2 presents the trends of FDI inflows to both developed and developing countries. 
Although the gap between absolute volumes of FDI inflows still remains substantial, 
there has been a steady increase of FDI to the developing world over the past 20 years. 
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Figure 2.2 FDI Inflows to Developed and Developing Countries, 1970 to 2005 
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FDI to Developing Countries 

The earliest international investment in the developing world was associated with 
colonial exploitation, when large trading companies from the United Kingdom and the 
Netherlands, such as the British East India Company, entered parts of Asia and America 
and dominated the markets of cottons, silks, and spices. Supply-based investment by the 
western industrial countries later prevailed in the British and French colonial territories of 
Latin America, Asia, Africa, and Australia, focusing on extracting natural resources 
(Gabel and Bruner 2003; Jones and Wren 2006). 

Modern MNCs began to invest in developing countries after WWII (Jones and 
Wren 2006). During the past half century, FDI in developing countries has fluctuated in 
response to the changes in broader economic policy frameworks based on governments' 
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attitudes toward FDI, which shifted from import substitution in the 1950s and 1960s 
through natural resource-led development in the 1970s, to structural adjustment and a 
transition to market economies in the 1980s and an increased role for the private sector in 
the 1990s (IFC 1998). 

From 1880 until the first decade of the twentieth century, there were very few 
restrictions on MNCs in the South. FDI grew exponentially and became heavily 
concentrated in the exploitation of natural resources. World War I and the nationalization 
of foreign property after the Russian Revolution in 1917 dealt heavy blows to FDI, but 
the onset of the Great Depression in 1929 marked the end of the golden era of foreign 
capital investment. During the interwar period, some developing economies, such as 
Egypt, shifted to more nationalist policies toward foreign investment (Cohn 2005). 

In the 1960s, based on the legacy of colonial exploitation, miserable stagnation in 
economic development, and widespread poverty, hostility toward FDI prevailed in the 
developing world. Many developing countries held inimical views toward international 
trade and foreign capital. MNCs were regarded as the tools of the developed "core" to 
exploit the developing "periphery" and as a main reason for serious economic problems 
in the South. Based on this assertion, a lot of developing countries, notably those in Latin 
America, Africa, and South Asia, restricted or limited the role of FDI and adopted import 
substitution industrialization (ISI) policies to protect domestic industries (Gilpin 1987; 
Kebonang 2006; OECD 1990). 

However, this hostile attitude toward foreign capital and ISI policies eventually 
contributed to a wide range of problems for developing economies, including 
uncompetitive industries, growing balance-of-payment deficits, and lack of financial 
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capital in the market (Cohn 2005). The failure of ISI policies was often contrasted with 
enormous gains by East and Southeast Asia, which practiced export-led growth strategies 
(Gilpin 1987). With the pressures of great economic growth in some Asian economies 
and the increasing integration of the world economy, this isolated economic development 
strategy (ISI policy) was falling out of favor. 

The debt crisis of the early 1980s exacerbated the scarcity of financial capital in 
developing countries. Since the 1990s, "following the disappearance of commercial bank 
lending for most countries, FDI has become the largest single source of finances for 
developing economies" (Kebonang 2006, 257). Many developing countries were forced 
to confront increasing international competition and began to recognize the presence of 
FDI as an economic stimulator rather than a source of foreign domination and control 
(Kebonang 2006; UNCTAD 1999). Moreover, most modern MNCs have four 
advantages: "high levels of research and development (R&D) relative to sales; a large 
share of professional and technical workers in their workforce; products that are new or 
technically complex; and high levels of product differentiation and advertising" 
(Markusen 1995, 172). Because of these significant benefits and the increasing pressure 
from economic competition and the international community as well, attracting FDI has 
become one of the integral parts of economic development strategies in many developing 
countries (Jensen 2003). 

The increasing desire to attract FDI forces governments in developing countries to 
provide a more hospitable climate to foreign investors, including deeper economic 
liberalization and greater openness (UNCTAD 2006). Most developing countries are 



involved in facilitating more FDI by promij rating laws and regulations that are investor 
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friendly (Kebonang 2006, 257). The UNCTAD annual report (1991) revealed that 
between 1977 and 1987, most developing countries changed their respective tax subsidy 
policies in an attempt to entice MNCs. From 1991 to 1999, over 94% of the 1035 changes 
in laws governing FDI worldwide helped to create a more favorable investment 
environment for foreign investors (UNCTAD 2000, xv). 

Figure 2.2 shows the trend of FDI in developing countries. Before the 1980s, FDI 
inflows in the developing world were small with slow growth. Dramatic growth did not 
occur until the mid-1980s. From 1990 to 2000, FDI inflows into developing countries 
have increased by an average of 23% a year. There was a downturn after 2000, which 
was mostly due to an economic recession and a large decline of FDI inflows to the three 
developing economies: Hong Kong, Brazil, and Argentina. In fact, if these three countries 
are excluded, FDI flowing to the developing world actually increased 18% during this 
period. Fortunately, this interrupted growth trend soon recovered. In 2005, FDI inflows to 
developing countries rose to $334 billion, accounting for 41% of the world total 
(UNCTAD 2006, 1). According to data from UNCTAD, the highest percentage of FDI 
flowing into developing countries was about 45%. For much of the past three decades, 
the share of FDI to developing countries exceeded one-fourth (see Figure 2.3). By the end 
of the 1990s, the number of foreign affiliates located in developing countries had reached 
129,771, compared with 93,628 in the developed world (Li and Resnick 2003, 175). 



Figure 2.3 FDI Inflows to Developing Countries as a Percentage of World Total 
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Uneven distribution of FDI inflows also remains a problem for developing 
countries. About one-third of the global stocks of FDI represented investment in 
developing countries, with five economies — China, Hong Kong (China), Argentina, 
Brazil, and Mexico — accounting for more than half of these inward FDI stocks (IMF 
2003). In terms of FDI inflows, China, Hong Kong, Singapore, Mexico, and Brazil are 
the largest recipients in the developing world (UNCTAD 2006). Just ten countries 
received 80% of total FDI inflows to the developing world (UNCTAD 2000). However, 
in many developing economies that have received only small amounts of FDI, such 
investment is important vis-a-vis the size of domestic investment (UNCTAD 2000). 
Table 2.1 lists the top 20 developing economies that received the largest amounts of FDI 
inflows and stocks in terms of absolute values as well as FDI as a percentage of GDP in 
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2005. China, Mexico, Brazil, Singapore, and Russia were the top five countries receiving 
the largest amount of FDI inflows in 2005. However, only Singapore stayed in the top 
five with the highest ration when considering FDI as a percentage GDP. Most of the top 
20 countries with the largest FDI inflows as a percentage of GDP were relatively small- 
and middle-sized economies. Among the top 20 countries with the largest FDI stocks, 
Nigeria is the only African economy. Asian countries account for almost half of these top 
20 countries. 



Table 2.1 Top 20 Countries with the Largest Amount of FDI and Top 20 
Countries with the Highest Ratio of FDI to GDP in 2005 


Countries 


Countries with 


Countries 


Countries with 


with Largest 
FDI Inflows 


Largest Ratio of FDI 
Inflows to GDP 


with Largest 
FDI Stocks 


Largest Ratio of 
FDI Stock to GDP 


China 


Mauritania 


China 


Liberia 


Mexico 
Brazil 


Equatorial Guinea 
Estonia 


Mexico 
Brazil 


Singapore 
Guyana 


Singapore 
Russia 


Bulgaria 
Singapore 


Singapore 
Russia 


Azerbaijan 
Jordan 


Czech Republic 
Colombia 


Lebanon 
Azerbaijan 


Poland 
Chile 


Equatorial Guinea 
Mauritania 


Turkey 


Congo 


South Korea 


Estonia 


Poland 


Jordan 


Turkey 


Gambia 


Thailand 


Chad 


Hungary 


Lebanon 


Indonesia 


Gambia 


Thailand 


Trinidad and Tobago 


Ukraine 
Hungary 
South Korea 


Guyana 

Czech Republic 
Ukraine 


Argentina 

Malaysia 

Venezuela 


Mozambique 

Panama 

Jamaica 


Chile 
India 


Mongolia 
Colombia 


India 
Taiwan 


Chad 
Chile 


Romania 


Sudan 


Colombia 


Tunisia 


Egypt 


Georgia 


Nigeria 


Vietnam 


Argentina 


Jamaica 


Vietnam 


Hungary 


Malaysia 


Hungary 


Egypt 


Solomon Islands 


Source: UNCTAD (2008b) 
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Regionally, Asia is the favorite destination of foreign investors. During the period 
from 1998 to 2001, FDI inflows to Asia corresponded to almost half of FDI in the 
developing world and 18% of the world total, followed by Latin America and the 
Caribbean, and then Central and Eastern Europe and the CIS. Relatively speaking, the 
share of FDI inflows to Africa continued to be low, at only 3% of the world total 
(UNCTAD 2006, 1 1). Within Asia, about three-quarters of the regional share was 
attracted to countries in East Asia. The two largest recipients in this region were China 
and Hong Kong (IMF 2003). 

Inflows to South and Southeast Asia were much lower, led by Singapore and 
followed by India, Indonesia, Malaysia, and Thailand. Investment inflows to Latin 
America were mainly dominated by Brazil and Mexico (IMF 2003); however, trends 
varied by country. Brazil, Chile, and Mexico recently saw a decline, but Uruguay, 
Colombia, Venezuela, Ecuador, and Peru all had a dramatic increase in FDI inflows 
(UNCTAD 2006). FDI inflows to Central and Eastern Europe and the CIS remained at a 
high level and were fairly concentrated, with the Russian Federation, Ukraine, and 
Romania accounting for close to three-quarters of the regional share. Among the 
countries in Africa, South Africa was the leading recipient, followed by Egypt and 
Nigeria. According to UNCTAD, most of the region's least developed countries attracted 
very little FDI. However, due to the very small size of their economies, even small FDI 
inflows accounted for a large percentage of GDP in some countries. For instance, the 
GDP of the Solomon Islands was only $ 298 million in 2005, but its FDI stocks as a 
percentage of GDP reached 53% (WDI 2006; UNCTAD 2008b). 
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Sectorally, FDI in developing countries has flowed mainly into manufacturing 
and processing industries. But in the past, attractiveness has been closely associated with 
the possession of rich natural resources (IMF 1997). FDI inflows also showed different 
patterns in various regions. Manufacturing FDI has been increasingly attracted to Asia, 
especially in the automotive, electronics, steel, and petrochemical industries. On the 
contrary, in Latin America, the share of FDI in services and manufacturing in total FDI 
inflows continued to decline, dropping to 35% and 40%, respectively, in 2005 — very low 
shares compared with other regions. Meanwhile, FDI in the primary sector grew 
significantly in Latin America, accounting for nearly 25% of total inflows. The Latin 
American countries with high resource-seeking FDI inflows included Venezuela, 
Colombia, Ecuador, and Argentina. The flows to Africa went mainly into natural 
resources, especially oil, in countries such as Algeria, Egypt, Equatorial Guinea, 
Mauritania, Nigeria, and Sudan. In 2005, total FDI to these six African oil-producing 
countries represented about 50% of inflows to the region. In Africa, manufacturing 
attracted less FDI than natural resources (UNCTAD 2006). 

FDI from Developing Countries 

The advanced industrial countries have long dominated FDI inflows as well as 
outflows. In each year in the 1990s, about 80% of world outflows were generated by 
developed countries. However, this situation is changing. There has been a significant 
increase in outward investment by developing countries (UNCTAD 2006). As one of the 
UN annual reports notes, a complex set of relationships is gradually replacing the 



21 

conventional economic nexus between developed countries as capital and technology 
exporters and developing states as importers (UNCTAD 2005). 

Figure 2.4 shows the trend of FDI outflows from developing countries from 1970 
to 2005. In the 1970s, the average FDI outflow from developing economies was $0.61 
billion, accounting for only 2% of the total world average (see Table 2.2). The total 
outflows from these LDCs increased from about $4 billion in 1985 to $123 billion in 
2005, covering about 17% of world FDI outflows (UNCTAD 2006, 19). FDI stocks from 
developing countries corresponded to 13% of the world total. The number of developing 
countries that reported outward FDI stocks of more than $5 billion jumped from 6 in 
1990 to 25 by 2005 (UNCTAD 2006, 18). 

There has been an increase in the number of developing-country firms. The 
number of MNCs from developing countries listed in the Fortune 500 rose from 19 in 
1990 to 47 in 2005 (UNCTAD 2006, 22). The total number of parent companies in 
Brazil, China, Hong Kong (China), India, and South Korea "has multiplied over the past 
decade from less than 3,000 to more than 13,000" (UNCTAD 2006, 18). According to the 
UNCTAD report (2006), total sales of MNCs from developing countries reached $1.9 
trillion in 2005, accounting for 15% of total world exports. 
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Figure 2.4 FDI Outflows from Developing Countries, 1970 to 2005 
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A small number of source economies is responsible for a large share of FDI 
outflows. According to UNCTAD, FDI sources in the developing world are concentrated 
in a few economies, including South Africa in Africa, Mexico and Brazil in Latin 
America, the Russian Federation in Central and Eastern Europe and the CIS, and China, 
India, Malaysia, and Thailand in Asia (UNCTAD 2006, 22). In 2004, "77 of the top 100 
MNCs in the developing world had their headquarters in Asia; the remaining MNCs were 
equally distributed between Latin America and Africa" (UNCTAD 2006, 9). Among the 
77 MNCs, 64 firms came from four economies: Hong Kong (China), Taiwan, Singapore, 
and China. The top ten home economies accounted for 83% of FDI stocks from 
developing countries. In 2005, the largest outward FDI stocks among developing 
countries were from Hong Kong (China), the Russian Federation, Singapore, and Taiwan 
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(UNCTAD 2006). The geographical composition of FDI from developing countries has 
changed over time. Table 2.2 provides the average FDI outflows from Africa, Latin 
America, Asia, and Eastern Europe and the CIS. The most notable long-term 
development has been the steady growth of Asia as a source of FDI. Asia's share in total 
FDI stocks from developing countries stood at 23% in 1980, rising to 46% in 1990 and to 
62% by 2005, with a corresponding decline in the share of developed-country sources. 
Table 2.2 also shows that FDI outflows from Hong Kong corresponded to almost half of 
the total outflow in Asia. Conversely, although the absolute volume has increased, the 
share of Latin America in outward FDI from the developing world fell from 67% in 1980 
to 25% by 2005. FDI outflows remained trivial in Africa, most of them coming from 
South Africa. The countries in Central and Eastern Europe and the CIS began to invest 
outside the area in the mid-1990s. In the 1970s and 1980s, the average FDI outflows for 
these countries were even lower than the average outflows from African countries. Since 
1990, Russia has risen as the major resource for FDI outflows in this area, even in the 
developing world. This natural resource-based economy accounted for 87% of the total 
outflows from this region (UNCTAD 2006, 16). 

Unlike their counterparts in developed countries, most FDI outflows from 
developing countries are destined for other developing economies that have similar 
political and economic structures. Regional links remain crucial for FDI from developing 
countries (IMF 1997). Asia has the largest regional FDI stream, amounting to an annual 
$48 billion. The next biggest flow of FDI from a group of developing countries is within 
Latin America, mainly driven by investors in Argentina, Brazil, and Mexico. The intra- 
Africa FDI mainly reflects the flows from South Africa to the rest of the continent. With 
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regard to the interregional South-South flows, "FDI has gone primarily from Asia to 
Africa, while the second largest has been from Latin America to Asia," and FDI flows 
from Asia to Latin America and those between Latin America and Africa have remained 
modest (UNCTAD 2006, 21). 



Table 2.2 Regional Allocation of FDI Outflows, 


1970 to 2005 
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(Average) 


(Average) 


(Average) 


(Average) 


(Average) 


(Average) 


Total 


30.6 


46.1 


175.8 


252.8 


785.1 


712.2 


Developing 


0.61 


2.46 


11.12 


35.8 


78.7 


84.7 


Countries 














Africa 


0.21 


0.38 


0.52 


1.85 


2.24 


0.58 


South Africa 


0.13 


0.21 


0.09 


1.24 


1.4 


-0.14 


Latin America 


0.21 


0.55 


1.54 


5.77 


23.84 


26.74 


Brazil 


0.11 


0.18 


0.32 


0.69 


1.49 


2.56 


Mexico 


0.0005 


0.074 


0.133 


0.3 


0.95 


3.49 


Asia 


0.18 


1.53 


9.04 


28.08 


52.03 


54.03 


China 
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0.23 


0.71 


2.66 


2 
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Hong Kong 


0.007 


0.54 


2.28 


15.05 


29.33 


21.44 


Singapore 


0.06 


1.34 


0.68 


3.07 


6.98 


7.6 


Eastern Europe 


0.007 


0.004 


0.032 


0.8 


2.87 


12.6 


and the CIS a 














Russia 











0.7 


2.15 


8.47 


Source: UNCTAD (2008b) 










Note: Unit is $ billion 












a CIS refers to the Commonwealth of Independent States. It is a regional 


organization 


whose participating countries are former Soviet Republics. 






b China's FDI outflows from 1970 to 1980 are missing. 







In a number of developing countries, over 40% of total inward FDI is from other 
developing economies. The countries with the highest dependence on FDI from 
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developing countries include China, Kyrgyzstan, Paraguay, Thailand, Bangladesh, 
Ethiopia, Laos, and Tanzania. For example, in Africa, 50% of all FDI inflows into 
Botswana, the Democratic Republic of Congo, Lesotho, Malawi, and Swaziland came 
from South Africa (UNCTAD 2006, 20). Indeed, the increasing scope of "South-South" 
FDI has led many developing countries to adopt specific strategies to attract such 
investment. A 2006 survey by UNCTAD shows that more than 90% of all African 
respondents stated their enthusiasm for attracting FDI from other developing countries, 
particularly from within their own region. They targeted developing economies such as 
South Africa, Brazil, and China (UNCTAD 2006). In developing countries, major MNCs 
have emerged in the primary sector (oil, gas, and mining) and the resource-based 
manufacturing industry (metals and steel) (UNCTAD 2006). 

Definition and Measures of Democracy 

Among the widely accepted definitions of modern, liberal democracy, the concept 
of polyarchy from Robert Dahl (1971) represents "fairly robust though still procedural" 
(Diamond 2002, 21) criteria to distinguish democracies from non-democracies. 5 Using 
this conception, the country that fits the "procedural minimal" conditions — free, fair, and 
frequent elections, truly meaningful civil and political rights, plus creditable and 
accountable institutions — is qualified as a democracy (Dahl 1971). 



5 The eight criteria Robert Dahl (1971) used to define "ployarchy" can be divided into three categories: free 
and fair elections (elected officials are chosen in frequent and fairly conducted elections in which coercion 
is comparatively uncommon); political rights and civil liberties (citizens have the right to vote or run for 
elective offices in government, to express themselves freely, to seek alternative information, and to form 
associations and organizations); and creditable and accountable institutions (control over government 
decisions about policy is constitutionally vested in elected officials, and popularly elected officials must be 
able to exercise their constitutional powers without being subjected to overriding opposition from unelected 
officials). 
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Most quantitative studies of democracy conceptualize democracy using Dahl's 
definition, but they are far from arriving at a consensus on how to operationalize 
democracy in terms of the selection of indicators and measurement levels (de Soysa 
2003; Diamond 2002; Epstein et al. 2006; Munck and Verkuilen 2002; Rudra 2005; 
Russett and Oneal 2001). The choice of measurement levels is one of the hotly debated 
issues in the study of democratization (Epstein et al. 2006; Munck and Verkuilen 2002; 
Przeworski et al. 1996; 2000; Schedler 2001). Three types of measurement levels are 
commonly used to measure democracy. 

First, some scholars employ a dichotomous classification of political systems; that 
is, any countries not meeting the necessary conditions to be considered a full democracy 
fall into some sort of "non-democracy" category. For example, Przeworski et al. (1996) 
presented a rigid dichotomous classification of political regimes for 141 countries 
between 1950 and 1990. They operationalized key indicators of democracy: the chief 
executive and the legislature must be elected; there is more than one political party; and 
an incumbent regime has lost power. Based on these criteria, countries are divided into 
two political regime types: democracy or authoritarian. 

The second type of classification is derived from increasing concern over how to 
recognize partial democracies, particularly those in the developing world. Some scholars 
have insisted that a rigorous classification should be adopted, and partial democracies, or 
pseudo-democracies, should not be called democracies (e.g., Linz and Stepan 2001). But 
others have argued that this approach ignores the fact that partial democracies (or 
anpcracies), which possess some of the characteristics of a full democracy, behave 
differently than either full democracies or full autocracies (e.g., Diamond 2002; Epstein 
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et al. 2006). In empirical analysis, the simple two-dimension measurement level fails to 
capture the significant variations of partial democracies. In this sense, some scholars have 
suggested a multi-category classification scheme. For example, Epstein et al. (2006) 
adopted a trichotomous measure of democracy, classifying countries into three political 
regime types: autocracy, partial democracy, and democracy. Schedler (2001) presents a 
three-fold classification of democracy, putting electoral democracy between 
authoritarianism and liberal and advanced democracies to represent those regimes that 
manage to hold (more or less) competitive elections but fail to uphold the political and 
civil freedom essential for liberal democracy. Diamond (2002) emphasized the 
importance of hybrid regimes which combine democratic and authoritarian elements. His 
classification has six levels: liberal democracy, electoral democracy, ambiguous regimes, 
competitive authoritarianism, hegemonic electoral authoritarianism, and politically closed 
authoritarianism, with a descending order of the level of democracy. 

The third method to measure democracy is widely adopted by scholars in the field 
of international relations. Rather than treating the non-democracy group as a residual 
category, many scholars in international relations (Bollen 1990; Marshall and Jaggers 
2007; Russett and Oneal 2001; Sklar 1987; Vanhanen 2000) have suggested a "whole 
system" thinking to "identify the ways in which each political system combines 
democratic and undemocratic features" (Diamond 2002, 33). According to this approach, 
democracy is a process, not an end state. There is no exact cutoff point at which to 
identify when a regime has developed sufficient freedom, pluralism, accountability, 
lawfulness, and institutional strength to be considered a liberal democracy, and even 
some authoritarian states could "have quasi-constitutional mechanisms to limit power and 
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consult broader opinion" (Diamond 2002, 33). For example, in their empirical study on 
the relationship between democracy and interstate conflict, Russett and Oneal (2001, 98) 
pointed out that "many states are a mixture of democratic and authoritarian features, and 
sometimes the balance is so close that one cannot really put a country into either one 
category or the other. Therefore, democracy must be understood as a matter of degree, 
and our measure of it should reflect this." My study adopts the third method for 
measuring the level of democracy. 

Next, I will introduce the three types of indices representing the most popular 
measures of the country's regime type in the field of international relations. The level of 
democracy/autocracy in the Polity IV project is one of the most frequently cited 
resources. This index conceptualizes liberal democracy largely in institutional terms: 
fully competitive political participation, institutionalized constraints on executive power, 
and the guarantee of civil liberties to all citizens in their daily lives and in political 
participation. Other forms of civil liberties, such as the rule of law and freedom of the 
press, are not measured (Marshall and Jaggers 2007). In this sense, the Polity IV index of 
regime type focuses specifically on the more or less institutionalized authority patterns 
that characterize states operating within the world's state system. 

A second measure is provided by Freedom House in its yearly "Freedom in the 
World" report (Freedom House 2007), which measures freedom according to two broad 
categories: political rights and civil liberties/The right to vote freely, compete for public 
office, and join political parties and organizations is included, along with freedom of 
expression and belief, associational and organizational rights, the rule of law, and 
personal autonomy without state interference (Freedom House 2007). Unlike the 



' In this study, freedom is seen as synonymous with democracy. 
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democracy index in the Polity IV project, Freedom House's democratic rate focuses more 
on political rights and social freedoms enjoyed by individuals instead of government or 
governmental performance per se. 

Vanhanen (2000) also developed a measure of democracy in his "Vanhanen's 
Index of Power Resources," based on two important dimensions of democracy: political 
competition and political participation. The value of political competition is calculated by 
subtracting the percentage of votes/seats gained by the largest political party in 
parliamentary elections and/or in presidential elections from 100%. The value of 
participation is derived from an aggregate vote turnout and the number of referendums. 
Therefore, Vanhanen's democracy index is more closely in line with the minimalist 
definition of democracy, with a focus on free and fair elections. 

The Third Wave of Democratization 

Using a dataset that covers the longest time span, the Polity IV democracy index 
has observed a couple of broad processes of state-structure reshaping during the last two 
centuries. Among them, the process of state restructuring since the industrial revolution 
has been the most salient and significant one (Marshall and Jaggers 2007). However, the 
trend of state restructuring does not occur in a steady linear fashion. According to 
Huntington (1991), this prominent era of regime type transitions constituted three 
successive waves of democratization that have advanced and receded during the history 
of the modern world. 

The first wave of democratization began in the early nineteenth century, along 
with the extension of suffrage rights, and peaked after World War I, culminating in some 
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29 democracies, most of them in Western Europe and Northern America. The ebb, or 
reversal, of the first wave began in 1922, with the accession of Mussolini to power in 
Italy, and lasted until 1942, when the number of the world's democracies had been 
reduced to 12. 

The second wave began with the triumph of the Allies in World War II. The 
following decolonization pushed the upward trend to its zenith in 1962, with 36 countries 
governed democratically. However, this trend soon lost steam with the continued growth 
of communism and the failure of many new postcolonial democracies. This downturn 
brought the number of democracies back down to 30. 

Since the mid-1970s, the trend toward democratization has risen again, initially 
with the decline of military rule in Southern Europe. At the end of the 1980s, the fall of 
communism marked an upsurge of this wave. Figure 2.5 shows the growth in the number 
of democracies from 1972 to 2005. The number of democracies increased steadily, rising 
from 36 in 1972 to 89 in 2005, and accounted for 47% of the world's 192 countries. The 
line reflecting the number of non-democracies is declining. The third wave of 
democratization has added approximately 50 new democracies. Although there have been 
reversals, and human freedom is still under threat in some developing countries, the path 
of the third wave of democratization continues to head upward. Noteworthy is the fact 
that the collapse of the Soviet Union and regime type changes in Central and Eastern 
Europe in the late 1980s and the early 1990s were not the only reasons for the boost of 
democratic countries in the world after World War II. Figure 2.5 clearly shows that 
between 1989 and 1992 there were dramatic increases in the number of democracies and 



7 According to Freedom House, each pair of political rights and civil liberties ratings for a specific country 
is averaged to determine an overall status of "Free," "Partly Free," or "Not Free" for that country. Those 
countries whose ratings average 1.0 to 2.5 are considered Free, 3 to 5, Partly Free, and 5.5 to 7, Not Free. 
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partly democratic countries, with a steep decline in non-democracies. However, after this 
particular historical period, from 1994 to 2005, the numbers of democracies continued 
rising, while the population of non-democratic states kept dwindling, from 54 in 1994 to 
45 in 2005. This implies that, aside from regional democratic effect, there are other 
factors that promote democracy worldwide. 

Figure 2.5 Growth of Democracy, 1972 to 2005 
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Note: "Free" is synonymous with democracy, according to Freedom House (2007) 



The democratization of Latin America and the post-communist countries of 
Eastern Europe is a major part of this third wave. Following the democratization waves in 
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Spain and Portugal, several of the military dictatorships in Latin America returned to 
civilian rule in the late 1970s and the 1980s, including Argentina, Bolivia, Uruguay, 
Brazil, and Chile. According to the Freedom House (2005) survey, most Latin American 
countries were ranked as free or partly free. Of the 22 Latin American countries used in 
this study, Costa Rica is the only state consistently maintaining a high level of democracy 
over the last 30 years, 8 The majority of the sample countries, such as Argentina, Brazil, 
Mexico, and Uruguay, steadily improved their democratic political systems after they 
were ranked by Freedom House as "free." 9 However, there are several countries 
vacillating between expanding political freedoms and contracting civil rights and 
liberties, for instance, Peru, Guatemala, Colombia, and Venezuela. In the 1980s and early 
1990s, some nations in East and Southeast Asia joined this democratization wave, such as 
South Korea, Taiwan, Philippines, and Thailand. China, Vietnam, Laos, Cambodia, and 
Singapore are countries that have remained authoritarian. Several states took steps toward 
becoming a democracy, but their political systems are not stable. For instance, Pakistan 
slipped back to a repressive state after great political improvement. In the late 1980s and 
early 1990s, the collapse of the Soviet Union system and the end of the Cold War 
triggered an upsurge of the third democratization wave in Central and Eastern Europe and 
the CIS. It seems the most successful of these new democracies were those 
geographically and culturally closest to Western Europe, for example, Poland, the Czech 
Republic, and Hungary. Some of the post-Soviet states have witnessed the backsliding of 
their political systems to authoritarianism several years after quick transitions into 



8 Cuba and Haiti have remained non-free for a long time. 

9 According to Freedom House, when one country is considered free, its average rating score is not 
necessarily 1 (the range is from 1 to 2.5), which represents a stable and mature democracy. In this sense, 
there is still room for the country to improve its democratic system in terms of political rights and civil 
liberties. 
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democracies. Russia especially was downgraded from partly free to not free in 2004, 
according to Freedom House (2005). The liberal trend also spread to some nations in 
Africa in the 1 990s, most prominently in the countries in Southern Africa. 

Theories 

This section provides a comprehensive survey of the relationship between FDI 
and democracy. It begins with a review of the research about the economic effects of FDI 
and the determinants of democracy. It continues to review theories on the effects of 
globalization on democracy. Lastly, this section discusses the effects of FDI on 
democracy, including the political effect of FDI from developing countries and the effect 
of FDI flowing to the primary sector. 

Economic Effects of FDI 

At the beginning of the study of globalization, scholars mainly concentrated on 
the economic effects (Bornschier 1981; Bornschier and Ballmer-Cao 1978; Bornschier 
and Chase-Dunn 1978; Dixon and Boswell 1996a; 1996b; Dunning 1981; Firebaugh 
1992; Oneal 1988; Rothgeb 1984). One of the most controversial topics in the study of 
globalization is the economic effects of FDI on developing countries. Debates between 
neo-liberals and dependency and world-system theorists dominated the early study of the 
effects of FDI. 

FDI is usually seen by supporters as an engine of development, helping the 
developing world to catch up with developed economies through a number of channels. 
The most important and uncontroversial contribution of FDI is financial capital, which is 
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usually scant in the host developing countries (Jensen 2003). Even the opponents of FDI 
admit that FDI inflows "add to the capital available in a country" and the "increase 
produces growth" (Bornschier 1981, 381; Rothgeb 1984, 6). 

Another crucial benefit of FDI is derived through its positive spillovers. Many 
scholars emphasize the role of FDI in transferring advanced technologies and 
management techniques to host countries (Gao 2005; Markusen 1995). In addition, the 
presence of MNCs increases the demand for highly skilled labor, which in turn 
encourages education (Firebaugh 1992). The benefits of technology spillovers from FDI 
also include human resource development, better managerial abilities, and improved 
industrial discipline through training provided to locals (Lensink and Morrissey 2001). 

Proponents contend that FDI promotes the growth of domestic firms by increasing 
efficiency and human capital. Some scholars claim that the entry of MNCs into the host 
economy creates a healthy competitive environment in the domestic market, which 
pushes and encourages domestic firms to become more efficient (Girma, Kneller, and 
Pisu 2007; Lensink and Morrissey 2006). Furthermore, MNCs provide market 
opportunities for domestic firms by creating a demand for domestically produced goods 
from indigenous suppliers (Gorg and Strobl 2002; Lensink and Morrissey 2006). The 
technological spillovers greatly benefit domestic firms, helping them to catch up and 
become more productive by the movement of technological equipment and highly skilled 
staff from MNCs to domestic firms (Aitken and Harrison 1999; Gorg and Strobl 2002; 
Lipsey 2002; Mody 2004). 

Moreover, scholars contend that FDI increases the living standard in host 
countries by generating employment opportunities, reducing commodity prices, and 
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stimulating infrastructure development (Carkovic and Levine 2002; de Soysa and Oneal 
1999; OECD 1997; Rappaport 2000). Because FDI is often concentrated in export 
sectors, its presence also helps to generate foreign exchange for the host nation and to 
improve the balance of payments (Amiti and Wakelin 2003; Li and Liu 2005). 

Skeptics cast doubts on the positive role of FDI in the developing world. Drawing 
from the experience of Latin American countries, proponents of dependency theory assert 
that the leading capitalist states in the core of the global economy exploit poor states in 
the periphery, robbing developing nations of their economic sovereignty (Cohn 2005, 
117). The rapid expansion of MNCs results in a large proportion of the resources and 
productive capacity of the developing world becoming controlled by foreign corporations 
that care little about domestic needs (Amin 1990; Meyer 1998). 

In the view of the skeptics, FDI from developed countries is the main cause of 
underdevelopment in developing economies (Bornschier 1981; Bornschier and Ballmer- 
Cao 1978; Bornschier and Chase-Dunn 1978). FDI "crowds out" domestic investment, 
strangulates the indigenous competitors, and destroys the ability for self-sustained 
national development (Barnet and Muller 1974; Biersteker 1978). Compared with 
domestic industries, FDI is featured as "outward looking," with both its profits and 
products flowing outward (Firebaugh 1992; Hirschman 1958). Thus, instead of 
promoting economic growth, FDI decapitalizes developing economies by extracting their 
economic surplus and stripping their resources. FDI is also accused of preferring to invest 
in repressive regimes in which the "working population's civil and political rights are 
disregarded" (Schulz 2006, 3). Hence, in this view, MNCs suppress local wages and 
working conditions (Evans 1979). 
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In accordance with the conflicting theoretical literature, the empirical tests of the 
economic effects of FDI are also mixed. Some scholars find that FDI inflows and stocks 
have opposite economic effects and that FDI stocks negatively affect the economy 
(Bornschier 1981; Bornschier and Chase-Dunn 1985; Dolan and Tomlin 1980). Other 
scholars find a positive effect of FDI stocks (Firebaugh 1992; Mahler 1980). In the mid- 
1990s, there was a dramatic debate between Firebaugh (1992; 1996) and Dixon and 
Boswell (1996a; 1996b) over the appropriate methodologies with which to measure FDI 
and its economic effects in developing countries. 

In terms of empirical findings of the negative long-term effects of FDI stocks on 
developing countries' economies, Firebaugh (1992; 1996) pointed out that the harmful 
penetration by FDI is merely a denominator effect. He argued that because FDI stocks 
equal the accumulation of inflows, the investment rate is simply the ratio of numerator- 
inflows (the change in capital stock) to the denominator-FDI stocks. Thus, with a 
constant flow, the larger the stocks grew, the smaller the investment rate. In this sense, 
when stocks and flows are both entered as separate variables in a regression equation, the 
result is inevitably influenced by this denominator effect; that is, the effects of these two 
variables are always opposite (Firebaugh 1992, 118). However, this cannot be simply 
interpreted as a long-run adverse effect. Firebaugh re-analyzed the data and found that the 
investment rate is positively correlated with growth in incomes, but the effect of FDI is 
less influential than domestic investment in terms of promoting the domestic economy 
(Firebaugh 1992; 1996). 

Dixon and Boswell (1996a) disagreed with Firebaugh' s argument. In their view, 
FDI inflows and its accumulation value, stocks, are two separate factors. Dixon and 
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Boswell tried to disentangle the harmful effects of FDI penetration (stock) from the short- 
term benefits of FDI inflows. They pointed out that Firebaugh's reinterpretation failed to 
capture the long-term effects of foreign penetration. 

The debate between Firebaugh and Dixon and Boswell brought more scrutiny to 
the empirical issues in the study of the effects of FDI. A number of scholars began to 
introduce other control variables to explore the mysterious economic effects of FDI. 
Their studies showed that the effect of FDI varies in different conditions, including the 
economic policies pursued by the host economies, the availability of human capital, the 
political risks, and even the sectors in which investments are made (Alfaro 2003; de 
Soysa and Oneal 1999; Li and Liu 2005; Seid 2002). 

Factors Affecting Democracy 

At the early stage of democratization studies, scholars concentrated on various 
domestic political and economic determinants while ignoring factors on the international 
level. The voluminous literature could be categorized into four classes of domestic level 
explanations. First, scholars such as Lipset, Huntington, and Dahl all agree that economic 
development improves education, creates a well-populated middle class, and promotes 
democratization in developing countries (Dahl 1989; Huntington 1991; Lipset 1959). On 
the other hand, economic crises such as worsening income inequality and economic 
recession also affect democratization (Haggard and Kaufman 1995; Vanhanen 1997). A 
second group of scholars stress the role of institutional factors. For example, some 
scholars suggest that social classes and interest groups are the ultimate forces of 
democratization (Moore 1966; Rueschemeyer, Stephens, and Stephens 1992). In addition, 
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many scholars focus on the effects of political institutions, such as constitutional 
arrangements, party systems, or governmental system (parliamentary or presidential 
system). Some scholars also highlight the cultural factors. They believe that cultural and 
religious values influence the democratization process (Bova 2001; Fukuyama 2001). 
Finally, some studies emphasize the historical factors, such as the legacy of democracy 
(Fish 1996; Geremek 1996). 

Although the effect of international factors on democracy is labeled as indirect 
and marginal (O'Donnell, Schmitter and Whitehead 1986), with the sweeping trend of 
globalization and global integration, more and more scholars are beginning to pay 
attention to the external influences of democratization. They posit that it is important to 
"reconsider the impact of international context upon regime change" (Schmitter 2001, 
27). Scholars such as Whitehead (2001), Huntington (1991), and Schmitter (2001) have 
recognized the important role of the international dimension upon state transition. Based 
on case studies, Whitehead (2001) and Schmitter (2001) concluded that there is a set of 
mechanisms through which democratic influences are transmitted across borders, 
including contagion, control (where one or more countries explicitly promote 
democracy), consent, and conditionality (through the influence of international 
institutions like the UN, IMF, or World Bank and various non-governmental 
organizations (NGO)). However, these studies focus more on the international pressures 
of political merges, still ignoring the effects of the economic globalization — related 
variables such as trade and foreign capital. 

Nevertheless, the globalization-democracy nexus has not been completely ignored 
by some scholars, mostly in the field of international relations. Based on Kant's ([1795] 
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1970) theory, Russett and Oneal (2001, 198) explored the reciprocal relationships 
between democracy, economic interdependence, and international organization 
involvement. Aside from the main proposition that democracies rarely fight each other, 
the study also implied that economic interdependence may promote democracy; for 
example, they suggested that trade or free capital flows promote economic prosperity and 
political stability, which are good for democratization. Many neo-liberals believe that 
international market expansion might lead to more open and liberalized political societies 
in developing countries (Dailami 2000; Drake 1998; Li and Reuveny 2003; Maxfield 
1998; 2000; Rudra 2005). They developed theoretical and empirical studies on the effects 
of globalization on democracy. 

Effect of Globalization on Democracy 

Scholars began to concentrate on the effects of globalization on political 
liberalization and democratization in developing countries in the 1990s. They thought the 
study of domestic political development was incomplete without considering the impact 
of the international context (e.g., Pridham 1991; Schmitter 2001). However, the existing 
theoretical literature does not provide a clear-cut view on the effect of globalization on 
the level of democracy. Actually, three competing propositions are posited by the 
scholarship: globalization promotes democracy, democratization is impeded by 
globalization, and democratization does not necessarily have anything to do with 
globalization. 

In the view of the scholars who support the causal effect of economic 
globalization on democracy, political freedom is always associated with economic 
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freedom, and both of them represent the free will of the people (Li and Reuveny 2003). 
Supporters argue that globalization boosts economic growth, reduces income inequality 
and poverty, increases the size of the middle class, and promotes education, all of which 
help to build pre-conditions for democratization (Lipset 1994; Plattner 1996; Weizman 
1993). 

Some scholars emphasize the role of high demands by international business in 
pushing domestic political development. Over two centuries ago, Kant posited the notion 
of cosmopolitan law, suggesting that for commerce and free trade to prosper, there needs 
to be a peaceful and stable political environment (Kant [1795] 1970). Based on the fact 
that democratic countries rarely fight each other, commercial interests raise the demands 
for democracy (Oneal and Russett 1997). On the other hand, efficient operation of the 
market requires some democratic features in domestic institutions, such as accountability, 
transparency, and decentralization. In order to integrate into the world economy, 
developing countries face greater pressures from the international community (e.g., 
international institutions like the World Bank) for political liberalization and 
democratization in the process of economic globalization (Bhagwati 1994; Schmitter 
2001). 

Much of the literature addresses the important impact of exogenous economic 
forces on the state. For example, globalization pushes the authoritarian state to 
decentralization. In most developing countries, the declining control of states over 
economic and social progress and the increased bargaining power of business and the 
market weaken the rent-seeking capacity of the state elites and reduce the incentives of 
autocratic leaders to cling to power and resist democracy. The decentralizing force also 
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creates a chance for the entrance of grass-roots groups, such as labor unions and business 
associations, into political arena and promotes a more pluralist society (Li and Reuveny 
2003, 34; Maxfield 1998; 2000; Self 1993). 10 

The positive effects of globalization on democracy are also derived from the 
enhanced connections between developed democracies and developing countries through 
worldwide economic integration. Scholars contend that by reducing information costs, 
globalization increases the contact of developing countries with other democracies, which 
intensifies the diffusion of democratic ideas and values to the developing world 
(Diamond 2002; Starr 1991; Vanhanen 1 997). Li and Reuveny (2003, 34) pointed out 
that "with increasing globalization, citizens have access to more information, supplied 
not just by their own governments." Furthermore, increasing interactions among states 
leads to the increased involvement of pro-democracy international organizations in 
domestic economies, all of which promote the transparency, effectiveness, and 
accountability of domestic institutions and reduce state intervention (Boli and Thomas 
1999). 

On the other hand, critics argue that globalization deteriorates the political 
environment in developing countries. First of all, increasing capital mobility across 
countries and relocating market-oriented resources and production facilities reduces the 
autonomy of state over economic and social policies (Li and Reuveny 2003). In addition, 
in order to compete for foreign capital and business opportunities, governments introduce 
public policies that please international commercial interests instead over those of the 



10 This effect of globalization is also discussed in the subsection Effect of FDI on Democracy of this 
chapter. 
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common people. This discredits the government for voters, staining the quality of 
democracy (Cammack 1998; Gill 1995; Gray 1996). 

Secondly, globalization increases income inequality, widens the gap between the 
North and the South internationally, and deepens class cleavage domestically (Muller 
1995; Rodrik 1997). In the same vein as dependency theory, scholars contend that with 
the increasing divergence in wealth, the elites in the periphery and core unite together and 
exploit the masses. This leads to deepening class polarization and rising social unrest, all 
of which undermine the consolidation of democracy (Bollen 1983; Gill 1995; Robertson 
1992; Rodrik 1997). 

Finally, economic globalization transforms the individual into a common Homo- 
economicus who cares more about profit than public and civic commitments. Individuals 
seek economic interests and neglect the political performance of the government. In this 
sense, globalization degrades political responsibility and the perception of citizenship, 
diminishing the cultural basis of democracy (Sassen 1996; Whitehead 2001) 

The third proposition regarding the political effects of globalization denies the 
nexus between globalization and democracy. Opponents have argued that the effect of 
globalization is exaggerated, because the world economy is not as integrated as is 
commonly believed, especially for LDCs (Scharpf, Crowley, and Thompson 1991; Wade 
1996). Another group of scholars believes that the effects of globalization vary across 
countries and regions. They contend that a variety of factors can explain why the political 
effects of globalization are not uniform, including the current level of democracy, 
governmental policy, geographical location, and whether economic reforms have been 
instituted (Haggard and Kaufman 1995; Keohane and Milner 1996). 
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Effect of Democracy on FDI 

The relationship between democracy and FDI has been theoretically framed in 
terms of the determinants of FDI inflows. The bulk of the literature focuses on the impact 
of the quality of institutions and the level of democratic governance at the location of FDI 
(Busse 2003; Daude and Stein 2007; Harms and Ursprung 2002; Jakobsen and de Soysa 
2006; Jensen 2003; Kobrin 2005). 

Dunning (1 98 1 ; 1 993) provided a theory regarding MNCs make investment 
decisions, suggesting that their choices to produce internationally are based on the 
presence of three conditions: ownership, location, and internalization (OLI). That is, the 
MNCs should possess ownership-specific advantages — for example, unique property 
rights, product innovation, or advantage in marketing — over firms in other countries to 
secure their returns. The location advantages imply that some high profits must be gained 
by going abroad, such as access to a large foreign market or savings in transport cost. 
Finally, instead of simply selling or licensing the technology needed for the production 
process, MNCs must desire to produce the product itself in a foreign location, 
internalizing their advantages across different markets (Dunning 1981; 1993). In addition, 
other scholars have developed a number of theoretical models to explain MNCs' 
investment decisions, including economic advantages such as growth, natural resources, 
high government consumption, and cheap labor (Jakobsen and de Soysa 2006; Jensen 
2003). 

Before 1990, FDI to developing countries was trivial. In 1990, about 85% of FDI 
was directed to advanced industrial countries where democracy is deeply rooted. 
However, with the rapid growth of FDI into developing countries since the mid-1990s, 
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the type of regime and related political risk considerations have become more and more 
important in the study of determinants of FDI inflows (Jakobsen and de Soysa 2006; 
Jensen 2003; UNCTAD 2006). 

In terms of the MNCs' decisions to invest in developing countries, conventional 
wisdom suggests the affinity of MNCs for authoritarian regimes. Scholars support this 
view and assume that the lack of constraints for most of authoritarian regimes leads to a 
more generous situation for MNCs in some developing countries. They argue that 
authoritarian leaders are more likely to provide "sweet deals" to foreign investors at the 
expense of taxpayers. Unlike democratic governments, authoritarian regimes are able to 
shield foreign capital from public pressure for higher wages, indigenous business 
protection, and stronger labor rights. In addition, many authoritarian leaders have the 
power to enact painful yet efficiency-enhancing economic reforms without strong 
pressure from below (Haggard 1990; Li and Resnick 2003; O'Donnell 1988). 

Other scholars refute the argument that authoritarian regimes attract FDL They 
point out that although FDI to developing countries has increased dramatically, a large 
part of FDI still flows to the rich, highly-taxed, developed democracies in the Global 
North (Jakobsen and de Soysa 2006; Jensen 2003). Moreover, the lack of constraints 
from the public in most authoritarian governments is a double-edged sword (Jensen 2003, 
593). On the one hand, it gives leaders great discretion to offer deals to MNCs; on the 
other hand, this unlimited power also results in an unstable policy environment with great 
political risks, including arbitrary expropriation, nationalization, and other forms of ex 
post government interventions, such as renegotiating tax rates, depreciation schedules, 
tariff rates, and changes in other policies directly affecting multinational operations 
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(Jakobsen and de Soysa 2006; Jensen 2003; Kennedy 1992; Kebonang 2006). According 
to Kennedy (1992), in the 1950s, 1960s, and 1970s, around 1400 foreign firms were 
nationalized or expropriated by the governments of developing countries such as Algeria, 
Angola, Egypt, Ethiopia, India, Sri Lanka, Peru, and Chile. Although nationalization is 
not a common practice today, MNCs still face considerable political risks in terms of the 
expropriation of revenue streams and policy changes (Jensen 2003). 

Because FDI, "while mobile ex ante, is relatively illiquid ex post" (Jensen 2003, 
594), scholars agree that potential political and economic risk is the biggest concern of 
foreign investors who intend to invest in developing economies. They find that the 
unpredictability of policies, excessive regulatory burdens, deficient enforcement of 
property rights, and lack of commitment on the part of the government all play a major 
role in deterring FDI inflows. MNCs are attracted to governments that can help minimize 
these political risks (Daude and Stein 2007; Harms and Ursprung 2002; Jakobsen and de 
Soysa 2006; Jensen 2003). 

In this sense, a democratic regime is the better choice due to its credibility and 
accountability, which guarantee low political risks for investors. Democratic institutions 
have been found to be more credible in making agreements in the international arena 
(Cowhey 1993; Fearon 1994; Gaubatz 1996; Jensen 2003). In addition, popular 
representation and constraints on elected politicians in democratic regimes increase the 
security of property rights and the stability of economic policies (Daude and Stein 2007; 
North and Weingast 1989; Olson 1993). With respect to common advantages available in 
some developing authoritarian states, such as cheap labor and tax incentives, some 
scholars argue that the impacts of these benefits have been overemphasized. Markusen 
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(1995) contended that the wage rate is just one of many decision factors for MNCs. 
Neumayer and de Soysa (2005; 2006) even found that MNCs do not prefer lower labor 
standards. Some scholars suggest that tax incentives just function as signals of desire for 
FDI and there is little, if any, evidence to show that incentive packages play an important 
role in attracting FDI (Beyer 2002; Graham 2000). 

Additionally, a group of scholars claim that among the features of democracy, 
only property rights protection actually attracts FDI inflows, while the remaining features 
have negative effects on FDI (e.g., Li and Resnick 2003). However, Jakobsen and de 
Soysa (2006) pointed out that there are methodological flaws in Li and Resnick' s 
empirical analysis. They argued that "expanding the sample and transforming the 
dependent variable yield consistent support for the view that democracy actually 
increases foreign direct investment" (Jakobsen and de Soysa 2006, 384). 

Many regional studies also strongly support the importance of democratic 
governance in attracting FDI to developing countries. Globerman, Shapiro, and Tang's 
(2004) study in Eastern European countries; the Asian Development Bank's report (ADB 
2004) in developing Asia; Paus (1989) and Biglaiser and DeRouen's (2006) studies in 
Latin America; and Sekkat and Veganzones-Varoudakis's (2004) study in the Middle 
East and North Africa all concluded that democratic features play a critical role in 
attracting FDL 

However, the empirical evidence on whether or not MNCs prefer democracy has 
been inconclusive. Jensen (2003; 2006) concluded that countries with democratic 
governance are more attractive for FDI. Busse (2003) and Harms and Ursprung (2002) 
found that investments by MNCs are significantly higher in democratic countries, 
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refuting the arguments that political repression fosters FDL Neumayer and de Soysa 
(2005) and Oneal (1988; 1994) found scant evidence to suggest that MNCs prefer 
autocratic environments due to profitability or restrictive conditions imposed on labor. 
Other scholars such as Tuman and Emmert (2004) found that MNCs prefer to operate in 
countries with authoritarian regimes. Li and Resnick (2003) found that democratic 
features, except for property rights protection, actually deter democratic improvement in 
developing countries. 

Schulz (2006) provided an explanation for these conflicting results. He argued 
that the reason scholars get opposing empirical results is that they do not distinguish 
between different types of FDL His study showed that democracy is negatively correlated 
with FDI in resource-seeking industries but has a positive effect on FDI in the non- 
primary sectors. Because the structure of FDI has changed over time and across regions, 
the cross-national empirical studies based on aggregate FDI over different time spans 
show mixed results. 

Effect of FDI on Democracy 

The reverse causal relationship between FDI and democracy receives less 
attention from scholars. Most of the studies integrate the literature with the general theory 
of how globalization affects democracy (Li and Reuveny 2003; Rudra 2005). The 
available theoretical literature presents conflicting views on the political effects of FDI on 
the level of democracy in developing countries. 



Some scholars posit that a repfr^jive polity creates a stable, well-controlled, and 



relatively low-cost investment environment for foreign investors and firms. They blame 
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multinational enterprises for insensitively ignoring political rights and civil liberties in 



the countries of their investments, therefore forcing repressive regimes in developing 



countries (Gallagher 2002; Haggard 1990; O' Donnell 1988). Other scholars are 
concerned that in order to attract and court foreign investors, governments issue public 



policies that JrSjse MNCs rather than the public. £).s, MNCs constrain the actions of 



states, labor, and communities, which decrease the accountability of the governments to 
the voters, ultimately threatening the consolidation of democracy (Cammack 1998; Gray 
1996; Held 1991). Critics of FDI favor economic sanctions against countries with 
repressive governments, which are assumed to be a particularly effective means of 
political change and the improvement of human rights (Gallagher 2002)1(^)1 

Supporters argue that FDI promotes democracy. First, some scholars point out 
developing states can make significant progress on governance in six to eight years 
(Kaufmann, Kraay, and Mastruzzi 2005). In this sense, developing countries could 
develop better governance, regardless of their authoritarian or even communist political 



systems. 



.y 



Second, MNCs are sensitive to the political and economic environments in 
developing countries (de Soysa 2003; Jensen 2003; 2006; Li and Reuveny 2003). 
Previous studies show that efficient operation of the market requires a peaceful and stable 
political environment (Jensen 2003; Li 2006a) and an enforceable system of property 



rights, impartial courts, and predictable rules (Li 2006b; Li and Resnick 2(^) ). On the 
one hand, scholars find that political instability has a negative effect on FDI (Globerman 
and Shapiro 2003; Nigh 1985; Schneider and Frey 1985). Because democratic countries 



11 According to some scholars (e.g., Russett and Oneal 2001), even authoritarian states could develop some 
democratic features. 
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rarely fight each other (Kant [1795] 1970; Russett and Oneal 2001), foreign commercial 
interests increase their demand for democracy in host countries to secure a peaceful and 
stable investment environment. On the other hand, most scholars agree that foreign 







investors shy away from countries with higher political risks because the cost of 
disinvesting physical assets is extremely high once an MNC has invested in a foreign 
economy (Jensen 2003). If governments change related financial policies after the MNCs 
have invested, the profitability of the investors will be adversely affected (Jensen 2003). 
Studies show that foreign investors generally prefer host countries with democratic 
governance that, for example, reduces excessive regulations, enforces property rights, 
improves the quality of bureaucracy, implements policies, and enforces contracts 
(Bhagwati 1994; Biglaiser and DeRouen 2006; Harms and Ursprung 2002; Jakobsen and 
de Soysa 2006; Jensen 2003; 2006; Li and Reuveny 2003; Oneal and Russett 1997). 
Thus, foreign investors become the significant pull-and-push forces of democratic 
development and governance improvement, which reduces the cost of doing business and 
substantially increases the predictability of the rules of the system within which firms 
conduct their business. Based on the belief that lower barriers and increased inflows of 
FDI are in the national interest, most governments in developing countries compete 
fiercely to attract FDI by improving the level of governance. In this sense, FDI acts as a 
stimulus for political liberalization in host countries. 



Third, FDI promotes democracy by boosting economic growth in developing 
countries. Domestic economic development is regarded as one of the most important 
factors in promoting democracy (Gary and Diamond 1992; Lipset 1959). As previously 
mentioned, there is a dramatic debate about the economic effects of FDI, although it is 
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widely accepted that FDI inflow has a positive short term influence on economic growth 
(Bornschier 1981; Bussmann, de Soysa, and Oneal 2005; de Soysa and Oneal 1999; 
Firebaugh 1992). Hence, by encouraging economic growth, FDI benefits the middle 
class, reduces income inequality, and improves education, all of which foster democracy 
(Li and Reuveny 2003). |Q| 

Fourth, thousands of foreign affiliates of MNCs have a crucial impact on society 
in developing countries. Inflows of FDI control the assets and manage the production 
activities in host countries. FDI is different from other major types of external private 
capital flows in that it is motivated largely by investors' long-term prospects for making 
profits in production activities which they directly control. Because MNCs have to stay in 
host countries for a long time and interact with the local governments and people, their 
influence on developing countries is much greater than any other component of 
globalization. There are several mechanisms through which FDI can generate positive 
externality for a host country. 

Scholars stress FDI's ethical and social benefits to host countries, such as 
consumer rights, information provision, commercial probity, labor standards, and 
corporate culture (UNCTAD 1999). In other words, the presence of FDI could have 
valuable social and psychological effects. The increasing and deepening involvement of 
FDI in domestic economies continually promotes the transparency, accountability, and 
effectiveness of domestic institutions and reduces state intervention and excessive 
economic regulations (Li and Reuveny 2003). Furthermore, MNCs are said to allocate 
resources for their most efficient use, which is essential for democracy, because 
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allocation of resources based on the market represents the economic free will of 
individuals rather than states (Li and Reuveny 2003; Plattner 1996; Schumpeter 1950). 

When foreign firms from developed democracies interact with local governments 
and domestic companies under the rules of a market economy or manage the local 
employees with democratic management ideas and corporate cultures, they export 
democratic values and ideas. Li and Reuveny (2003) measured globalization by four 
indicators: trade openness, foreign direct investment flows, portfolio investment inflows, 
and the spread of democratic ideas. For the last effect of globalization, they argue that, 
"in general, the diffusion of democratic norms is said to work through contact-based 
mechanisms, which involve information flows, contact in the marketplace, 
communication networks, tourism, etc." (Li and Reuveny 2003, 42). However, they 
operationalized this effect as a geographical approximation, contending that the type of 
political regime a country has is more likely to be affected by the political regimes of the 
countries around it. It is true that geographically proximate countries have more contact. 
But because the MNCs are already in the host countries, the interactions and the 
communications between the host countries and the MNCs are more frequent and direct. 
The MNCs enhance contact with developed democracies. The public has a chance to 
access more information about the world, supplied by sources other than its own 
government (Li and Reuveny 2003). Citizens become more involved in day-to-day 
economic and social issues, facilitating democracy. In this sense, FDI in a host country 
could be regarded as a better proxy for information and communication of democratic 
ideas from democracies to developing countries. Russett and Oneal (2001, 198) also 
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suggested that authoritarian countries trading with or having free capital inflows from 
democracies may be encouraged to democratize. 

Some scholars posit a new concept of corporate social responsibility (CSR) in 
terms of the social and political effects of MNCs (Aldred 2000; Blanton and Blanton 
2006; Norman and MacDonald 2004). CSR refers to the commitments carried by the 
corporations to consider the interest of society by taking responsibility for the impact of 
their activities on customers, employees, local communities, and environments 
(International Finance Corporation (IFC) 2008). According to the IFC, promoting local 
community development and respecting human rights are two key parts of CSR policies. 
For example, the United Nations Global Compact, which contains a set of guidelines for 
corporate citizenship, calls on businesses to support and respect human rights within their 
sphere of influence and to make sure that they are not complicit in the abuse of human 
rights (UN 2004). 

Over the past three decades, an increasing number of MNCs — most of them from 
developed countries — are following CSR principles, not simply in a reactive sense, but 
more proactively, given a range of benefits that derive from CSR (Utting 2003). Many 
high-profile MNCs, their foreign affiliates, and business associations have built an 
environmentally and socially responsible image by developing and exploring social 
products and actions such as facilitating the freedom of associations, promoting good 
governance and management, and responding to civil society and consumer pressures 
(Utting 2003). Running afoul of this regime may lead to stern sanctions by the market 
and unsatisfactory public opinions which can destroy the MNCs' public reputations and 
stock values (Blanton and Blanton 2006; Spar 1998). Although issues about CSR have 
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traditionally revolved around MNCs from developed countries and their behavior abroad, 
more recently, an increasing number of MNCs from developing countries have 
incorporated CSR policies into their business strategies as well (UNCTAD 2006). 

FDI inflows also, arguably, push authoritarian states to decentralize power. With 
the free mobility of foreign capital, a government's control in choosing and managing 
macroeconomic policy is restricted (Dailami 2000). Especially for authoritarian states, 
the large foreign capital flows prevent rent-seeking activities and increase the bargaining 
power of business (Maxfield 1998; 2000). Rudra (2005) contended that public authorities 
in the developing world cannot count on market economies for the same level of support 
they used to get from the domestic state-owned sector. Central governments have to 
loosen their control over economic and social progress in order to attract FDI to vitalize 
the economy, which in turn fosters social pluralism (de Soysa 2003). The influx of FDI 
may fuel the emergence of thousands of grass-roots groups such as businesses, 
professional associations, and labor unions (Li and Reuveny 2003; Maxfield 1998; 2000). 
Li and Reuveny (2003) characterized the relinquishment of state power as inherently 
democratic, because the free market reflects the free will of millions of interest groups in 
the economic field. 

Some regional studies also observed the substantial role of FDI in 
decentralization. For example, Malesky (2008, 97) found FDI "can lead to de facto 
decentralization in the form of autonomous reform experiments by sub-national leaders" 
in his empirical study about 61 Vietnamese provinces between 1990 and 2000. He 
contended that the need to attract more FDI pushed central governments to grant sub- 
national leaders more space and discretionary power to pursue economic reforms. This 
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local economic autonomy usually means less policy restrictions and procedural 
constraints and may attract FDI in subsequent years. In China in the 1980s and 1990s, the 
governments of the coastal provinces competed dramatically for foreign capital 
investments by issuing pro-FDI economic policies, such as establishing industry zones 
with tax exemption. Jiang Zemin, who was the former Chinese President, once 
complained that the eight costal provinces were virtually "running their own show" with 
respect to economic policy in 1995 (Lam 1999). 

Li and Reuveny (2003), de Soysa (2003), and Rudra (2005) are among the few 
statistical testers of the political effects of FDI. Li and Reuveny (2003) systematically 
tested the relationship between globalization and democracy, seeking to generalize the 
empirical patterns of the effects of international economic liberalization on domestic 
politics. Based on their sophisticated empirical analysis of 127 countries from 1970 to 
1996, Li and Reuveny (2003) showed that FDI inflows significantly and positively affect 
democracy, with the effect weakening over time. However, their sample mixed developed 
countries and developing countries, which, according to Rudra (2005), could significantly 
affect the results. Rudra (2005) provided a plausible explanation of the political process 
by which trade and capital flows are linked to democratization. His analysis covered 59 
developing countries for the time period of 1972 to 1997. However, FDI is ultimately 
dropped from the model because Rudra found that FDI is highly correlated with trade, 
and the preliminary analysis showed that the effect of FDI is not significant with or 
without trade, de Soysa (2003) explored the relationship between FDI and democracy 
with Granger causality tests and pooled TSCS models for roughly 100 countries from 
1970 to 1999. He found that there is reciprocal causation between FDI and the level of 
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democracy. FDI stocks as a percentage of GDP has a small but positive long-run effect 
on democracy, with a significance level at 5%. The reverse effect of democracy on FDI 
stocks is significant also, but with a negative coefficient. In the pooled TSCS model, de 
Soysa's results differed from Rudra's analysis. He found that the effect of trade on 
democracy is slightly negative but not significant. And, with or without trade in the 
equation, the effect of FDI on democracy stays positive and significant. However, de 
Soysa's measure of democracy, Vanhanen's Index, is mainly based on the domestic 
election system, focusing on political competition and political participation, which 
assesses different aspects of democracy than the measures (Polity IV) adopted by Rudra 
(2005) and Li and Reuveny (2003). 12 

Effect of FDI from Developing Countries 

Since the early 1990s, the role of developing countries as sources of FDI has been 
increasing. The vast majority of MNCs from the developing world invest in developing 
economies, mostly in neighboring countries (UNCTAD 2006). Although FDI from 
developing countries constitutes only about 20% of the world total, the uneven 
distribution and the intraregional nature of FDI from developing countries make it 
possible for this kind of FDI to be very influential in some developing economies. In fact, 
in some developing countries, over 40% of the total incoming FDI comes from other 
developing economies. Thus, it is meaningful to examine how FDI from the developing 
world impacts other developing host economies. 



12 The Definition and Measures of Democracy subsection in this chapter provides detailed explanation 
about the differences among these three measures of democracy. 
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FDI from developed democracies potentially has the crucial effect of financial 
liberalization in developing countries. At the same time, some scholars argue that it also 
plays an important role in diffusing democratic ideas and values (de Soysa 2003; Li and 
Reuveny 2003; Rudra 2005). However, it is unlikely that MNCs from developing 
autocracies would spread democratic ideas and promote political liberalization in host 
countries. 

Compared to their developed counterparts, a relatively high degree of state 
ownership can be observed among the MNCs from developing countries (UNTCAD 
2006). According to the United Nation's annual report on FDI development (2006), these 
state-owned enterprises have been expanding abroad more and more, especially in the 
developing world and in some industries related to natural resources. In 2004, there were 
five companies from the developing world on the list of the top 100 MNCs, and three of 
them were state-owned: OTIC Group (China), Petronas (Malaysia), and SingTel 
(Singapore) (UNCTAD 2006, 23). State ownership is believed to raise the risk of an FDI 
transaction being undertaken for other than purely economic motives, especially for 
acquisitions related to energy, infrastructure services, or other industries concerned with 
security (UNCTAD 2006, 22). |Q| 

Indeed, a bulk of the FDI from developing countries has been reported in the 
primary sector. In some specific industries, such as petroleum refining, MNCs from 
developing countries have a particularly strong presence, for example, Petrobras from 
Brazil, CNPC and CNOOC from China, and Gazprom and Lukoil from Russia 
(UNCTAD 2006). 
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Furthermore, the UNCTAD (2006) annual report also addresses an important 
difference in the MNC strategy of building affiliates abroad between FDI from 
developing and developed countries. It points out that although MNCs from developed 
countries "are most likely to utilize firm- specific advantages based on ownership of 
assets, such as technologies, brands, and other intellectual property, evidence shows that 
developing-country MNCs rely more on other firm-specific advantages, derived from 
production process capabilities, networks and relationships, and organizational structure" 
(UNCTAD 2006, 24). Apparently, if organizational structure, networks, and relationships 
are the basis of foreign affiliates invested by developing countries, the corporate 
governance and transparency are questionable, whether the investors are private or state- 
owned. 

In summary, it is problematic to examine only aggregate FDI while ignoring the 
possible different effects of these two types of FDI inflows, because the results could be 
deceptive. For example, China is always considered an exception in terms of the political 
effects of FDI. In past decades, China was generally viewed as a major destination for 
foreign capital. However, the growing influx of FDI has not encouraged corresponding 
political changes. Nevertheless, if the composition of FDI inflows to China is considered, 
only about 20% of FDI inflows come from developed democratic countries (UNCTAD 
2006). 

Effect of FDI in the Primary Sector 

FDI inflows to developing countries could be categorized into three types, based 
on their goals: to access and extract natural resources (resource- seeking); to expand 
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markets (market-seeking); or to reduce costs (efficiency-seeking) (Caves 1996; 
UNCTAD 1998). By definition, resource-seeking FDI is limited to the primary sector, 
which is mainly comprised of mining coal and metal ores and extracting crude petroleum 
and natural gas. Most FDI flowing to developing countries before the 1960s was 
resource-seeking, which reflects the traditional pattern of the exchange of raw materials 
from the South for manufactured goods from the industrialized North in the colonial 
period (Frieden 1994). This type of FDI has been declining steadily since the 1970s. In 
the 1980s and the 1990s, it was largely replaced by the market-seeking and efficiency- 
seeking FDI, which concentrated on the non-primary sectors (manufacturing and service) 
(UNCTAD 1998). 

Based on the features of different types of FDI, scholars argue that its benefits 
vary greatly across sectors (Alfaro 2003; Hirschman 1958; Lipsey 2002; UNCTAD 
2001). According to the dependency theory that swept Latin America in the 1970s, 
MNCs are "imperialist predators" (Alfaro 2003, 4) that exploited developing countries 
and caused the underdevelopment of the developing world (e.g., Amin 1976; Bornschier 
1981; Bornschier and Chase-Dunn 1978; 1985). As UNTCAD (1999) noted, these views 
in part reflected the reaction against the extractive nature of FDI. Abundant natural 
resources in developing countries might be more of an economic curse than a blessing 
(Gylfason 2000; Sachs and Warner 1995). 

Moreover, most resource-seeking MNCs operate in geographically remote 
regions, take few inputs from local suppliers, and do not sell their products in domestic 
markets. Therefore, FDI in the primary sector has little effect in spurring growth in an 
economy (Alfaro 2003; Schulz 2006). Schulz (2006) found that FDI in the primary sector 
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tends to have a negative effect on growth, while investment in the manufacturing sector 
has a positive one. Alfaro (2003) argued that the benefits of FDI, such as technology and 
managerial skill transfer, are usually more pronounced in the manufacturing sector rather 
than in the primary sector of the economy, such as agriculture and mining. The FDI in the 
primary sector is less influential due to its absence of linkages with the rest of the 
economy. In this sense, the political effect of FDI in the primary sector, which is directly 
associated with its economic effect, seems negative as well 

Some scholars even associate resource-seeking FDI with authoritarian regimes. 
Developing countries abundant in natural resources frequently lack the capital or 
expertise to extract these resources and have to partner with foreign investors from 
developed economies to manage them (Schulz 2006). A growing literature on the 
political resource curse states that authoritarian regimes take advantage of the large 
revenues from taxes, licenses, and profit-sharing arrangements generated by foreign 
companies through the exploitation of natural resources to buttress their political position 
(Gallagher 2002; Ross 2001 ; Schulz 2006; Smith 2004). Schulz (2006) argued that the 
reason some scholars found authoritarian regimes in developing countries to attract more 
FDI is that they failed to control for the different sectors of FDI. He found that 
democracy is an important determinant for market and efficiency-seeking FDI but is 
negatively correlated with resource-seeking FDI. 

FDI in the primary sector also has little impact on the society. Compared with the 
manufacturing and service sectors, the primary industry focuses on exploiting natural 
resources, and its output "can slip out of a country without leaving much of a trace in the 
rest of the economy" (Hirschman 1958, 1 10). A World Bank report (UNCTAD 2001, 
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138) pointed out that "the scope for linkages between foreign affiliates and local 
suppliers is often limited in the primary sector/' while the non-primary sectors 
(manufacturing and service sectors) have "a broad variation of linkage intensive 
activities." MNCs in the manufacturing and service sectors are deeply integrated into the 
host country economy through a network of relationships with local suppliers, customers, 
and labor (Schulz 2006). By contrast, MNCs that focus on natural resources are isolated 
from the rest of the host country economy. As a result, this kind of FDI has few 
interactions with the society of the host developing countries. 

According to the UNCTAD annual report (2006, 12), quality FDI refers to the 
kind of FDI that would strongly connect to the domestic economy, significantly increase 
employment, enhance technology and skills spillovers, and boost the competitiveness of 
local enterprises. It seems that FDI in the primary sector fails to fit these criteria. FDI in 
the non-primary sectors from developed democracies could benefit democratization in 
developing countries, while FDI in the primary sector may foster authoritarian 
governments. Thus, it is misleading to examine only the effect of aggregate FDI. 

Different Political Effects across Regions and over Time 

The aforementioned theories suggest that the political effect of FDI is 
complicated, contingent on different types of FDI and on various geographical origins. 
Moreover, the sectoral and geographical distributions of FDI are uneven across regions 
and have changed over time. 

Schulz (2006) argued that the steadily declining share of FDI in the primary 
sector is the reason that studies analyzing data from the 1960s and 1970s find that 
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democracy does not affect FDI inflows, whereas research focusing on the 1980s and 
1990s shows a positive effect. For example, Oneal (1994) found democracy to have no 
effect on FDI, based on data covering the period from 1950 to 1985. Harms and Ursprung 
(2002) analyzed FDI inflows between 1989 and 1997, finding a positive effect. 

Li and Reuveny (2003) introduced an interaction variable, measured by 
multiplying the year with FDI, to examine the effect of FDI on democracy over time. 
Their study showed that "the coefficient of the interaction term Year*FDI is negative and 
statistically significant... this expression gives 0.055 in 1975, 0.029 in 1985, 0.001 in 
1996," which indicated that the political effect of FDI weakens over time (Li and 
Reuveny 2003, 43). They explained that this phenomenon is the result of the coexisting 
negative and positive effects of FDI on democracy. However, they failed to provide a 
plausible theory to address why the positive effect of FDI declines while the negative 
effect rises over time. In this regard, the expanding FDI inflows from developing 
economies since the mid-1980s may offer a possible explanation. The declining 
percentage of FDI from developed democracies in the developing world implies 
diminishing democratic influences. FDI from the primary sector has been decreasing 
since 1970, indicating that it is possible the political effect of FDI strengthens over time. 
Nevertheless, dramatic structural changes to FDI occurred in the late 1970s. In the 1980s 
and 1990s, resource-seeking FDI was replaced by FDI in the non-primary sectors. 

In terms of regional differences, the findings by many regional studies revealed 
that the effects of FDI vary across countries and regions. Dependency theorists suggest 
that FDI not only jeopardizes the economic sovereignty of developing countries, but also 
fosters authoritarianism, especially in Latin American countries (e.g., Bornschier and 



62 

Chase-Dunn 1978; Dixon and Boswell 1996a; 1996b). However, in line with the opinion 
of proponents of the political effect of FDI, some Asian countries and areas such as South 
Korea and Taiwan show that FDI encouraged domestic political liberalization in the 
1980s and 1990s. Focusing on South Asian countries, Ahmed (2003) reported a positive 
effect of FDI on political rights in five countries, including Bangladesh, India, the 
Maldives, Nepal, and Pakistan, for the period of 1983 to 1999. Some studies 
concentrating on Central and Eastern Europe purported that, "without massive inflows of 
foreign capital, successful transition [from planned to market economies] in Central and 
Eastern Europe is unlikely" (Schmidt 1995, 268). Prominent international organizations 
have also advocated FDI as an engine in the transition from state socialism and as a 
powerful force for the integration of Central and Eastern Europe and the CIS into the 
global economy (IMF 1997; UNCTAD 1998). 

This study aims to examine the political effects of FDI on the level of democracy 
in developing countries. I propose that FDI from advanced democratic countries is more 
likely to promote democracy than that from developing countries, and that FDI in the 
non-primary sectors promotes democracy, while resource-seeking FDI deters 
democratization in developing countries. Furthermore, I also expect to observe a regional 
difference in the influences of FDI on political development in the developing world. 



CHAPTER 3 
RESEARCH DESIGN 

Data and Variables 

Detailed descriptions of the data and the variables for my statistical models are 
provided in this section. To facilitate my presentation, I have denoted each variable with 
an abbreviation. First of all, I will explain how the sample countries were selected. 

Sample Selection 

Some scholars suggest that understanding democracy in developing countries 
today differs from analyzing political development in Western democracies (e.g., Bellin 
2000). Other scholars find that including developed countries in statistical analyses on the 
effects of FDI could significantly affect the results, because the strong effects of income 
could overwhelm the impact of the variables of interest (e.g., Przeworski et al. 1996; 
2000; Rudra 2005). Li and Reuveny (2003) mixed developing economies with developed 
countries in their study, but they admitted it is possible that developing countries exhibit 
patterns of the political effects of FDI that are distinct from those of developed states. In 



13 There is no established convention for the designation of "developed" and "developing" countries. This 
dissertation uses the World Bank method of low-, lower middle-, upper middle-, and high-income groups 
and defines developing countries as those not in the high-income groups. However, there are some 
exceptions. The oil-rich countries, such as Saudi Arabia and Kuwait, and newly industrializing countries, 
such as South Korea, Taiwan, and Singapore, although in the high-income group in recent years, are still 
categorized as developing states in this study. In some research, the countries of Eastern Europe as well as 
the CIS are not included under either developed or developing categories but rather are referred to as 
"countries in transition." However, to simplify matters, they are all regarded as "developing states" in this 
dissertation, based on their real GDP per capita, according to World Bank method. 

63 
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this sense, I excluded developed countries from the study and focused on developing 
economies. According to Li and Reuveny (2003), many developing countries experienced 
large variations in their levels of democracy from 1970 to 1996. My analysis extends the 
time series to the 21st century, covering the period from 1970 to 2005, for a sample of 
124 developing countries and emerging market economies. Theoretically, all developing 
countries should be included in the study. However, the sample selection in this study is 
based mainly on data availability. For example, the FDI or democracy data are missing 
for some developing countries such as Cuba, North Korea, and Somalia. Also, my sample 
excluded countries with a population of less than 1 million or a ratio of FDI to GDP 
greater than 200% because "very small countries often have idiosyncratic investment 
profiles and countries with a high ratio of FDI to GDP usually serve as conduits for FDI 
transshipment" (Schulz 2006, 14). In this sense, Liberia is excluded from my sample due 
to its extremely high ratio of FDI stocks to GDP. 

My sample is regionally diverse and includes 21 Asian and Pacific countries, 22 
Latin American and the Caribbean states, 26 Central and Eastern European and the CIS 
economies, 41 African countries, and 14 Middle Eastern and North African nations. 15 In 
terms of the level of democracy, these countries could be classified into three types: those 
that are considered democratic but the quality of democracy remains tenuous (e.g., India, 
Venezuela, and Peru), countries that maintain strong authoritarian regimes (e.g., Egypt, 
China, and Singapore), and post-communist countries that have experienced or are still in 
the process of economic and political transition (e.g., Poland, Czech Republic, and 



14 Liberia's FDI stock as a percentage of GDP reached around 2000% in 1989. 

15 The country's regional classification is based on the criteria of the United Nations Statistics Division. See 
http://unstats.un.org/unsd/methods/m49/m49regin.htm 



65 

Russia). The choice of the time period is limited by the FDI data, which are available 
only since 1970 for most developing countries. The unit of analysis is the country year. 

FDI 

One of the main variables is FDI. In the TSCS statistical model, FDI is the 
independent variable, but in the PVAR model, FDI and democracy are both dependent 
and independent variables. There are different ways to measure FDI. Generally, FDI 
inflows are used to measure short-term effects, while FDI stocks capture long-term 
effects. FDI differs from other major types of external private capital flows because the 
investors control the production activities and are motivated by long-term prospects for 
making profits. Since MNCs have to stay in the host countries for a long time, the 
accumulative stocks of FDI are regarded by some scholars to be more appropriate to 
measure FDI's political effects on the host countries (de Soysa 2003; Dixon and Boswell 
1996a; 1996b). 

I will examine both the effects of FDI inflows and FDI stocks in different models. 
In the study of the economic effects of FDI, scholars agree that the importance of inflows 
and stocks of FDI to a country depends on their magnitude relative to the size of the 
domestic economy. Thus, I will use this traditional method to divide each of these 
inflows and stocks by GDP. FLOWGDP and STOCKGDP refer to the annual value of 
net inflows of FDI or FDI stocks as a percentage of a country's GDP, respectively. The 
aggregate FDI inflows and stocks data are obtained from the UNCTAD website 
(UNCTAD 2008b). 16 The website provides average net FDI inflows data. According to 



16 The UNCTAD website constantly updates FDI flows and stock figures based on the balance-of-payments 
accounts published by the IMF and national sources. 
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Jensen (2003) and Biglaiser and DeRouen (2006, 59), this measure of FDI is unlike 
overall net FDI inflows, which subtract foreign capital inflows from domestic capital 
outflows. The net FDI inflows data from WDI (2006) measure a change in the position of 
foreign investors in a country. The WDI dataset provides the GDP data from 1970 to 
2005. 17 

One of the important aims of my study is to examine the political effects of FDI 
disaggregated into different types based on sector and the regime type of the source 
country. The values of FDI from democratic countries (FLOWDEMO and STOCKDEM) 
or in the primary sector (FLOWPRI and STOCKPRI) are calculated by multiplying 
FDI/GDP data with the percentage of FDI from developed democracies or in the primary 
sector. I collected the data from different sources. Detailed information on FDI by sector 
and by the regime type of the source country is available in the ten- volume series of the 
World Investment Directory (WID), published between 1993 and 2008 by UNCTAD. 
Each volume contains FDI information for countries from different regions (e.g., Asia 
and the Pacific, Africa, Latin America, and the Caribbean). This resource provides the 
percentage data of FDI from developed countries, which include only advanced 
democracies, according to the records (UNCTAD various years). In addition, OECD also 
provides FDI data by sector and by the regime type of the source country for OECD 
countries. 18 1 complemented the UNCTAD FDI data with information obtained from the 
OECD database. 



17 The GDP data for Taiwan came from the Taiwan Statistical Data Book, published in 2004 by the 
Republic of China's Council for Economic Planning and Development. 

18 Data were downloaded from the OECD website: 
http://lysander.sourceoecd.org/vl=1323059/cH18/nw-l/rpsv/statistic/sl4_about.htm?jnlissn=16081080 
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It is difficult to construct accurate and comparable measures of FDI by sector or 
by the regime type of the source country for a broad cross-section of countries over 
several decades, particularly for developing countries. The FDI disaggregated data, based 
on sectors and sources, are available for most developing countries but are generally 
missing for the 1970s and 1980s. However, according to WDI (2006), for some of the 
developing countries, FDI inflow as a percentage of GDP was at zero for the majority of 
the 1970s and 1980s. This information also helps to complement the final disaggregated 
FDI dataset. Still, the dataset has many missing values, which limits the analysis of the 
political effects of FDI over time and prevents direct comparison with studies focusing on 
earlier time periods. It is, though, the best option for studying industry-level FDI and FDI 
from different regime types over a reasonably long period of time for a large and 
regionally diverse sample of developing economies (Schulz 2006). Appendix C shows 
the information for the disaggregated FDI data by sector and by the regime type of the 
source country. Table 3.1 provides the descriptive statistics for the related variables. 



Table 3.1 Descriptive Statistics of the Disaggregated FDI Data 


Variable Obs. Mean 


Standard 
Deviation 


Max 


Min 


% of FDI inflows from developed democracies 1088 1.4 


2.8 


31.64 


-6.9 


% of FDI inflows in the primary sector 962 0.6 


2.1 


33.4 


-0.15 


% of FDI stocks from developed democracies 872 8.7 


13.5 


89.06 


-23.3 


% of FDI stocks in the primary sector 623 2.35 


6.8 


44.75 





Note: The variables measure disaggregated FDI as a percentagf 


2 of GDP 
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Democracy 

The second variable is the democracy score. In Chapter 2, 1 have already 
compared the three measures of democracy, Polity IV, the Freedom House score, and the 
Vanhanen Index. Although these three measures all register the attributes of regime 
types, they focus on different aspects of democracy. Some scholars prefer the 
Vanhanen Index, because, they argue, it contains the only objectively derived data (e.g., 
de Soysa 2003). However, the two important dimensions of this index are based on 
electoral data, such as voter turnout and the percentage of votes gained by the largest 
political party in elections. Although scholars agree that the election system is an 
important component of democracy, some argue that even an authoritarian state without 
valid elections can possess some kind of democratic features (Mansfield and Snyder 
1995; Oneal and Russett 1997). Thus, focusing on electoral systems fails to capture the 
democratic features in some authoritarian states. By contrast, the other two measures, the 
Polity IV and the Freedom House score, are subjectively derived but apply to all states, 
with or without election systems. In my study, I used both Polity IV and Freedom House 
indicators as variables measuring the level of democracy. 

These two measures are both continuous. As I mentioned in Chapter 2, many 
scholars in the field of international relations emphasize that democracy is a continuous 
process (Bollen 1990; Huntington 1991; Li and Reuveny 2003; Marshall and Jaggers 
2007; Rudra 2005; Russett and Oneal 2000; Skarl 1987; Vanhanen 2000). The 
dichotomous or categorical measures of democracy suffer the common problem of setting 
a subjective and arbitrary cutoff point signifying where democracy begins. For example, 
most developing countries have experienced large variations in their level of democracy 
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since 1970. In many cases where a democratic system has been established, the extent of 
political freedom and civil liberties continues to vary (e.g., India, Brazil, Mexico, Egypt, 
Guatemala, and Nigeria). 

The widely used Polity IV dataset assesses various authority characteristics of 
states in a world system on an annual basis from 1800 to 2006. In this dataset, the 10- 
point democracy index measures the democratic characteristics of the regime, and the 10- 
point autocracy index measures the autocratic characteristics, As pointed out by a number 
of studies (Li and Reuveny 2000; Mansfield and Snyder 1995; Oneal and Russett 1999), 
because governments have both democratic and autocratic characteristics, democratic and 
autocratic indexes do not provide redundant information about regime type, and both 
should be used to measure the level of democracy. Polity IV provides a combined 
regime-type variable called POLITY, which is calculated as the difference between 
democratic and autocratic indexes, generating a new index ranging between -10 (most 
autocratic) and +10 (most democratic). Thus, this variable is a continuum, ranging from 
an extremely autocratic regime at one end to a fully democratic regime at the other. 
However, the original POLITY variable has too many missing values due to foreign 
interruption, civil war, and violent revolutions. To facilitate the use of the POLITY 
regime measure in time-series analyses, I adopted the revised combined variable POLITY 
2, which is a modified version of the POLITY variable that applies a simple treatment 
(e.g., taking the average) or fixed value to convert instances of "standardized authority 
scores" (i.e., -66, -77, and -88) to conventional polity scores (i.e., within the range -10 to 
+10). According to the codebook of the Polity IV Project, the cases of foreign 
"interruption" (with a value of -66) are treated as "system missing," the cases of 
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"interregnum" or anarchy (with a value of -77) are converted to a "neutral" polity score 
of 0, and the cases of "transition" (with a value of -88) are prorated across the span of the 
transition (Marshall and Jaggers 2007). 

In addition to the POLITY data, I also used Freedom House's aggregate political 
rights and civil liberty index. The Polity IV data concentrates more on political 
institutional criteria such as regulation, competitiveness, openness of executive 
recruitment, and executive constraints. The Freedom House index includes additional 
political rights and civil liberties indicators, such as the right to compete for public office, 
the freedom to develop views, personal autonomy apart from state, and enforcement of 
the rule of law. 19 The political rights and civil liberties indices are each ranked on a scale 
from 1 to 7, with 1 representing the highest level of freedom and 7 the lowest. I will 
adopt the revised, combined new index FREEDOM by adding these two indices together 
and reversing the combined scale to improve readability. The new index of freedom score 
rates from 2 to 14, 2 being the lowest and 14 the highest. The section of methodology in 
The World Freedom Report in 2007 presents the cutoff point for categorizing country 
status. If the combined average of the political rights and civil liberties for a country is 
rated in between 1 and 2.5 (in my reversed scale, between 1 1 and 14), the country can be 
regarded as free. Countries with values falling in the range of 3 to 5 (6 to 10 in my scale) 
are regarded as partly free. Countries with a range between 5.5 and 7 (2 and 5 in my 
scale), are regarded as not free. Thus, according to Freedom House's cutoff point, most 
developing countries fall into the scope between 2 to 10 (2007). 



19 According to the methodology of the Freedom in the World survey, there are two groups of checklist 
questions, one group for political rights, and the other for civil liberties. For example, the questions in terms 
of rule of law include: Is there an independent judiciary? Does the rule of law prevail in civil and criminal 
matters? Are police under direct civilian control? For detailed survey methodology, see 
http://www.freedoirmouse.org/templatexfm?page^351&anajage=341&year : =2008 
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Control Variables 

My specification of the TSCS models will be based on Li and Reuveny's (2003) 
study and Rudra's (2005) analysis. They argue that although the existing statistical 
studies using democracy as a dependent variable differ in their independent variables, 
some indicators are regarded by many studies as important determinants of the level of 
democracy. These indicators include economic factors, such as the GDP per capita and 
economic growth and inflation rates, domestic structural variables, such as the Protestant 
population and party fragmentation, and attributes of the international system such as the 
world political environment (Li and Reuveny 2003). 

It seems reasonable that a country with a higher level of economic development 
tends to possess more democratic features. My domestic economic control variables 
include GDP per capita (GDPPC), the real economic growth rate (GROWRATE), and the 
inflation rate (INFLATION). GDPPC denotes the logged yearly GDP per capita in 
constant dollars. Many empirical studies use this variable as an indicator of the level of 
economic development, either as a central variable or as a control variable. GROWRATE 
refers to the real economic growth of a country. Following Li and Reuveny (2000), 
INFLATION is measured as the yearly percentage of change in the GDP deflator. This 
variable, as some studies show, is often used as a proxy for a macroeconomic crisis. 
Gasiorowski (1995) found that it inhibited democratization in the 1950s and 1960s but 
facilitated it in the 1980s. The data for these variables are taken from WDI Database 
(2006). 

URBANIZATION is measured as the percentage of urban population in the total 
population. In some studies, it is used as a proxy for socioeconomic development 
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(Hadenius 1992; Lipset 1959), or as an indicator of the distribution of economic power 

resources (Vanhanen 1997). According to Acemoglu and Robinson (2001), urbanization 

makes it more difficult for the elite group to maintain strong societal controls. In this 

sense, I expect to see a positive effect of urbanization on democracy. 

However, the variable is calculated as a ratio of urban population to total population, 

which represents a geographic distribution rather than a restructuring of economic 

resources. 

Although some variables such as colonial legacy, religious structure, and 
democratic tradition may also affect the level of democracy, these variables are relatively 
constant in the period analyzed, implying that democracy exhibits inertia (Li and 
Reuveny 2003). To control for the effect of inertia, following Li and Reuveny (2003), I 
include the lagged dependent variable as an independent variable (PREDEMOC). By 
doing so, I also capture the effect of the variables not present in the model, such as the 
aforementioned domestic structural variables. 20 

Many studies on democratization also emphasize the role of the international 
political environment (e.g., Pridham 1991; Rudra 2005; Schmitter 2001; Starr 1991). It is 
possible that there is a contagion effect from democratic neighbors, especially in regions 
such as Central and Eastern Europe. In order to take the regional and world democratic 
effects into account, I also included a regional democracy variable in my analysis. I 
classified the countries into different regional groups according to the World Bank. The 
regions included Latin America and the Caribbean, Central and Eastern Europe and the 



20 Li and Reuveny (2003) Noted that this method is conservative because the inclusion of the lagged 
dependent variable might soak up the variations in the dependent variable that could be explained by other 
independent variables. Therefore, it is harder to find statistically significant results. 

21 Huntington (1991) suggested a snowballing impact on democratization in Central and Eastern Europe in 
1990. Most of the states in this region adopted a democratic regime type during the early 1990s. The 
average level of democracy in this region since 1990 is relatively higher than in other regions. 
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CIS, Asia and the Pacific, Africa (except North Africa), and the Middle East and North 
Africa. Following the studies of Oneal and Russett (1997) and Li and Reuveny (2000), I 
defined a country as democratic if the difference between its DEMOC and AUTOC 
scores in the POLITY IV data was greater than or equal to six. Thus, the variable 
REGIONDEM denotes the regional effect of democracy, measured as the percentage of 
democratic regimes in the region to which the country belongs. 

Finally, Li and Reuveny (2003) and Rudra (2005) all considered the effect of 
trade in the model. Although most of the empirical studies on the effect of globalization 
measure its degree by both capital and trade flows (Bussmann, de Soysa, and Oneal 2005; 
Li and Reuveny 2003; Rudra 2005), these two forces overlap. For example, de Soysa 
(2003) pointed out that FDI and trade generally go together. He found that from 1970 to 
1999, the correlation between the ratio of trade to GDP and the ratio of FDI stocks to 
GDP is 0.47. In my dataset, for the period 1970 to 2005, the correlation between these 
two variables declined to 0.349. In his study on the effect of globalization on democracy, 
Rudra (2005) dropped FDI out of the model due to the high correlation between trade and 
FDI. Li and Reuveny (2003) found a negative effect of trade on democracy. I also 
included this controversial variable in my model. 

It is worth noting that, compared with trade, FDI accounts for a significant part of 
the GDP in many countries (Raghavan 1996). Furthermore, unlike trade, FDI enters a 
country in many forms: a new enterprise or the expansion of an existing enterprise, or a 
merge or an acquisition, representing long-term business management interests (10% or 
more of voting stock) in a foreign economy (UNCTAD 2000). In other words, there are 
more interactions between transnational corporations and host countries. This feature is 
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crucial in explaining the lasting political effects of FDI on the level of democracy in host 
countries. 

Descriptive Statistics 

Table 3.2 shows summary statistics for the main variables used in this study. 
Appendix A provides details for the description and sources of variables in the model. 
For descriptive statistics for the FDI disaggregated data, see Appendix C. 

Table 3.2 Summary Statistics of the Main Variables 



Variable Observations 


Mean 


Standard Deviation 


Min 


Max 


Polity 


3965 


-0.55 


6.95 


-10 


10 


Freedom 


3806 


7.08 


3.5 


2 


14 


Inflow/GDP 


3801 


1.93 


4.16 


-28.6 


95.6 


Stocks/GDP 


2988 


16.67 


21.5 


-69 


168 


Logged GDP/capita 


3730 


6.87 


1.22. 


4.39 


10.64 


Growth rate 


3709 


3.64 


6.55 


-50.25 


71.19 


Inflation 


3695 


70.49 


664 


-29.17 


26762 


Urbanization 


4432 


42.04 


22.34 


2.36 


100 


Trade 


3592 


69.36 


38.94 


5.31 


426.64 



Method 



TSCS Statistical Models 



The TSCS statistical models are employed to test the association between some 
main independent variables and the dependent variable, democracy. This model also 
includes some other control variables that are omitted in the PVAR model. The TSCS 
design allowed me to analyze the influence of FDI on the level of democracy across 
countries and over time as well as to see the causation between these two variables. It 
combines the advantages of an increased number of observations with the ability to 
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mitigate country-specific fixed effects by eliminating much of the omitted variable bias 

of cross-section data (Rudra 2005). Equation (1) is designed to test the hypotheses on the 

political effect of FDI: 

Democracy j t = a + biFDI i t _i + b2 GDP growth rate i t _i + b3 GDP per capita u-i + 
b4 inflation jm + bs Urbanization i t _i + be Democracy im + 
b7 Regional democratic effect im + e (1) 

Following many previous studies (Li and Reuveny 2003; Oneal and Russett 1997; 
Rudra 2005), each of the independent variables was lagged to take into account the 
possibility of simultaneity bias. Also, lagging the independent variables sometimes 
ensured the direction of causality running from the independent variables to the 
dependent variable. 

However, panel heteroskedasticity and spatial contemporaneous autocorrelation 
are potential problems in TSCS statistical models (Beck and Katz 1995). Many panel 
studies involve cross-sectional units (states) of varying size and situation, which implies 
that the error terms of the model do not have the same variances. The large number of 
cases increases the probability of heteroskedasticity. Plus, in the panel data, the shock in 
one state could also affect the neighboring countries at the same time points or different 
time points. Thus, instead of independence, the error terms in a TSCS model are serially 
correlated. These two features violate basic assumptions of Ordinary Least Squares 
(OLS) analysis, because the error terms in the model are no longer independently and 
identically distributed. In this sense, OLS estimates of the standard errors of the TSCS 
model may be misleading and relatively inefficient (Hsiao 2003; Verbeek 2004). 
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PVAR Model 

Another issue of model specification for the TSCS model is endogeneity. As I 
mentioned in the literature review, the relationship between FDI and the level of 
democracy may be reciprocal (de Soysa 2003; Li and Reuveny 2003 s 40). For example, a 
higher level of democracy implies lower political risks and therefore attracts more FDI, 
which in turn could promote political development in a host country. Li and Reuveny 
(2003) emphasized that ignoring simultaneity could lead to simultaneity bias. However, 
they only adopted a partial solution by introducing lagged independent variables. Thus, I 
employed a PVAR model. 

PVAR is a powerful tool for analyzing the reciprocal nexus between FDI and 
democracy in developing states. It is one of the best ways to overcome the endogeneity 
problem by building an ^-equation, ^-variable linear model in which each variable is in 
turn explained by its own lagged values plus past values of the remaining n-1 variables. It 
combines the traditional VAR approach, which treats all the variables in the system as 
endogenous, with the panel-data approach, which allows for unobserved individual 
heterogeneity (i.e., fixed effects) (Love and Zicchino 2004). Following Love and 
Zicchino's method, I also adopted the orthogonalized impulse-response functions which 
show the response of one variable of interest (i.e., democracy) to an orthogonal shock in 
another variable of interest (i.e., FDI) in the system. This function helps to identify the 
effect of one shock at a time while holding other shocks constant (Love and Zicchino 
2004). According to Love and Zicchino (2004), to meet the requirements in applying the 
VAR model to panel data, a forward mean-differencing approach, also referred to as the 
"Helmert procedure," is adopted to avoid biased coefficients by removing the fixed 
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effects and the country-time dummy variables. According to them, the model coefficients 
are estimated by a system-generalized method of moments (GMM) using lagged 
regressors as instrumental variables. 

A critical issue when using the PVAR model is the number of lags of the 
dependent and independent variables used in the equations. There is always a dilemma; if 
there are too few lags, the model will be inconsistent, but if there are too many lags, the 
model will be inefficient (Burkhart and Lewis-Beck 1994; de Soysa 2003). For a PVAR 
model, it is even more difficult to decide. Bussmann, de Soysa, and Oneal (2005) 
provided a method for determining optimal lag structures. They repeated the analysis by 
trying various numbers of lag terms and examining individual significance as well as 
joint effects. Following their method and Love and Zicchino's approach, I decided the 
number of lag terms by repeating and comparing all estimates with different lag 
structures. If the results using one lag term, two lag terms, three lag terms, and four lag 
terms are consistent, then I chose to use one or two lag terms. Equation (2) represents a 
PVAR model with i countries, t years, and k lags. I specified a PVAR model with i lag 
terms as follows: 

Democracy it = ai + biFDI it .k + b2 Democracy it .k 

FDI ;, = a2+b3FDI ^ + b4Democracy #_*(/ =1, 2, 3....n; A?=l,2,3 n). (2) 

The second issue concerns control variables, which I did not include in the PVAR 
model. The PVAR model included only deterministic terms (lagged variables and 
exogenous variables and no endogenous variables) in the independent variables (Lee 
2007). Also, by controlling the lagged dependent variable, I captured the effects of 
variables contributing to the dependent variable. That is, the values of previous 



22 



See Love and Zicchino (2004) for the detailed explanation of the method of PVAR model. 
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democracy levels contained all the information about previous conditions promoting 
democratic features, including economic and social situations. In this case, it was difficult 
for spurious effects to be reported. Furthermore, including the lagged dependent variable 
might overwhelm the effects of other independent variables, making it harder to detect 
statistically significant results (Li and Reuveny 2003). 

The PVAR model is good at disentangling the intertwined reciprocal relationship 
between two endogenous variables. The limitations of this model lie on its forecasting- 
oriented feature and its critical dependence on the lag determination. In addition, the 
omitted variables affect the results, leading to possible biased estimators (Lee 2007). 
Furthermore, the PVAR analysis in this study was limited to only regular regression 
estimation based on the STATA program provided by Love and Zicchino (2004). 
According to Stock and Watson (2001), the statistics of the Granger-causality test are 
more informative than the estimated PVAR regression coefficients. Thus, in this study, 
the PVAR model served as a robustness check. 

Other Design Issues 

There are several other design issues concerning the model specifications. The 
first design issue concerns different levels of economic development in the sample states. 
According to Przeworski et al. (2000), for countries with a per capita income above 
$6,500, the strong income effects overwhelm the impact of the causal variable of interest. 

My sample includes 39 high- income and upper-middle developing economies, 42 
lower middle-income countries, and 43 low-income developing states. 23 Although there is 
still a big economic gap between the developed and the developing world, some 



This country classification is based on the criteria of country classification by World Bank. 
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developing countries, such as Singapore, South Korea, and Hong Kong (China), have 
already achieved high levels of economic development. According to Przeworski et al. 
(2000), the $6,500 value was calculated at 1985 Purchasing Power Parity (PPP) dollars. 
Using the GDP deflator, the 2005 value of PPP dollars is $10,492. Appendix B provides 
the highest amount of GDP per capita that countries have reached over the past 30 years, 
along with the year that a country's GDP per capita exceeded this threshold. The majority 
of my sample countries are below the income-cutoff point advocated by Przeworski et al.; 
however, there are still 26 out of 124 developing countries with a GDP per capita higher 
than $10,492. Among them, some exceeded this threshold in the 21st century, and others 
exceeded this cutoff point a long time ago. Thus, according to the argument by 
Prezeworski et al. (2000), in some countries, such as Singapore, South Korea, Kuwait, 
and Estonia, the political effect of FDI may be tempered by the overwhelming impact of 
economic development on democracy. Some scholars argue that the level of democracy 
in emerging economies may be more sensitive to the influence of FDI (Rudra 2005). 
Because of this, I built two different models to compare the effects of FDI in developing 
countries with low GDP per capita and in those emerging economies with an average 
income of more than $10,492. 

A second design issue arises because of regional differences in the political 
effects of FDI. The different trends of FDI and democracy in various regions and states 
imply that it is possible that the political effects of FDI could vary across regions. In this 
sense, I divided the data into different regions. Based on the empirical results, I discussed 
the regional differences of the effects of FDI, mainly focusing on East Asia, Latin 
America, and the East European and post-communist countries. 



[ These countries are all with GDP per capita above $10,492 (2005 PPP dollars) 
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The third complication in model specifications is examining the different effects 
of various types of FDI based on sector or source. Several studies suggest that the effects 
of globalization on democracy may not be uniform (Haggard and Kaufman 1995; 
Keohane and Milner 1996). By establishing different models, I compared the political 
effects of total FDI and FDI from democratic countries as well as from developing states. 
I will also compare the political effects of FDI in the primary sector and FDI in the non- 
primary sectors. Ideally, one would estimate separate models for these two types of FDI 
based on the different regime types of the source countries. However, due to the 
availability of data, this is not feasible. This study therefore examines the political effect 
of different types of FDI in two sets of models. One focuses on different industry levels 
of FDI; the other centers on the type of regime in the source countries. 



CHAPTER 4 
RESULTS 

Results of PCSE Analyses 

Before applying the PCSE procedure, three tests on panel autocorrelation, 
heteroskedasticity, and multicollinearity, respectively, were employed. Following 
Biglaiser and DeRouen (2006), the STATA command xtserial (without the lagged 
dependent variable) was used to conduct the Wooldridge test for within panel 
autocorrelation (Wooldridge 2002). The test of heteroskedasticity is based on the 
approach provided by the STATA online guide. The variance inflation factor (VIF) test 
is regarded as one of the most rigorous diagnostic tests for multicollinearity in the 
regression model (Belsley, Kuh, and Welsch 1980). This test is also applied here to detect 
collinearity between variables. The results of these three tests are shown in Figure 4.1. 



See http://www.stata.com/support/faqs/stat/panel.html. 
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Figure 4.1 Tests on Autocorrelation, Heteroskedasticity, and Multicollinearity 

Wooldridge Test for Autocorrelation in Panel Data 

HO: no first-order autocorrelation 

F(l, 120)= 592.855 Prob>F =0.0000 



Likelihood-Ratio Test for Heteroskedasticity 


LRChi 2 (122)= 1873.12 


(Assumption: nested in hetero) 




Prob> Chi 2 = 0.0000 


Variance Inflation Factors Test 






Variable 


VIF 




FDI 


1.27 




Logged GDP per capita 


2.96 




Trade 


1.29 




GDP growth rate 


1.12 




Inflation rate 


1.04 




Urbanization 


2.81 




Regional democratic influence 


1.59 




Prior democracy 


1.45 





The result of the xtserial test is significant, showing the presence of first order 
autocorrelation (AR(1)), meaning the residuals are not independent. This is spatial 
autocorrelation, which violates the basic assumption of OLS and yields biased 
coefficients (Biglaiser and DeRouen 2006; Beck and Katz 1995). The heteroskedasticity 
test proves that the variances of the residuals are not constant, indicating another serious 
violation of OLS assumptions. Thus, a PCSE model is appropriate to address these two 
issues. Multicollinearity is a problem if the VIF is greater than 10 (Belsley, Kuh, and 
Welsch 1980). The VIF test shows that all the variance inflation factors are smaller than 
3, indicating that there is no serious multicollinearity problem. 

While applying PCSE on an unbalanced dataset, I have to specify how missing 
observations shall be treated when computing the covariance matrix of the disturbances: 
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either casewise, 26 which uses only observations common to all panels, completely 
excluding time-periods with at least one missing observation, or pairwise, using 
observations common to the two panels used to calculate the covariance. According to 
Amable, Gatti, and Schumacher (2006), for highly unbalanced panels with many missing 
observations, the latter (pairwise) may be advisable. 

The results are inconclusive, with an inconsistency between the Polity data model 
and the Freedom House data model. None of the Polity data models indicate any 
significance of FDI, neither overall FDI nor disaggregated FDL The only variable that is 
significant in these models is prior democracy, with the coefficient close to 1. However, 
for the model with the Freedom House data used as measures of democracy, I found 
some significant effects of FDI. Table 4.1 shows the results of the PCSE analysis of the 
models with the Freedom House data. The empirical results for these models support the 
hypotheses. To summarize, although overall FDI in developing countries imposes a 
negative influence on the extent of democracy, FDI from advanced democratic countries 
does promote democratization, and FDI in the primary sector may be a threat for 
democratic development in developing countries. 

The result from the Polity data model and the Freedom House data model could 
be inconsistent because the concentrations of measurement are different. As I mentioned 
in Chapter 3, Polity data emphasize the constraints on political institutions. In addition to 
the institutional aspects, the Freedom House data also focuses on ideological aspects, 
such as building a civil society and promoting political rights and the rule of law. That 
means the Freedom House data could capture the variations of democracy more 



26 Casewise and pairwise options are all STATA terminology. For more details on the theory, see 
Wooldridge (2002). 
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accurately than the Polity data. For example, in some developing democracies, civil 
rights are not respected. In these pseudo-democracies, such as Nigeria, Indonesia, and 
Ukraine, the rights of contestation are protected and the institutional settings are 
maintained, but civil rights and liberties are precarious (Diamond 2002). In this sense, the 
Polity data may overestimate the democratic quality. However, there are some cases in 
which the Polity data may underestimate the level of democracy. For example, for the 
same period of time, the Polity score for Singapore is lower than its Freedom House score 
if both are converted to a standard scale. The Polity score of China has the same problem. 
According to this data, China has remained at the same score, -7, since 1976, But it is an 
undeniable fact that communist ideology in this country has been declining dramatically 
over the past three decades. Civil liberties and human rights are beginning to be 
recognized and respected in a modest but steadily increasing way. Thus, the Polity data 
may be accurate when measuring the democratic level of developed countries, because 
these full democracies 27 have balanced levels of democratic institutional settings and civil 
liberty and political rights development, but, for developing countries, the Polity IV data 
may be not flexible enough to capture some non-institutional changes. 

Next I turn to the specific results. First of all, I found a weak but significant 
negative effect of FDI on the level of democracy in developing countries, based on both 
the FDI inflows data and the stocks data. It seems that the result of my analysis for the 
political effect of FDI is partially consistent with Li and Reuveny's study (2003). I use 
the world "partially" because Li and Reuveny (2003) found a significant positive effect 
of FDI on democracy, but they also observed a weakening trend of this effect. According 



27 Here by full democracy, I mean a consolidated democracy that consistently scores "10" on the Polity IV 
index and "14" on the Freedom House Index. 
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to their argument, FDI would eventually impose a negative effect on the level of 
democracy once the negative part of the effect exceeds the positive part. My data cover a 
longer time period than theirs, extending beyond 1996, when their data end, and the 
negative political effect of FDI found in my study might match their forecast. However, 
when I re-estimated my analysis using the same years as the Li and Reuveny study, the 
result was not consistent with their findings. The signs of the coefficients of FDI stocks 
or FDI inflows are negative, and they are not significant. The possible reason is that my 
sample contains more developing countries than their sample did. This finding implies 
that by including more samples and years, more information is included in the analysis, 
which could change the analytical results. 
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Table 4.1 Effects of FDI on Democracy (The Freedom House Data) 

Variables 12 3 4 5 



FDI inflow/GDPt-i 


-0.02** 
(0.01) 












FDI Stocks/GDP M 




-0.005*** 
(0.002) 










Inflows from 






0.07** 








Democracies t -i 






(0.03) 








Stocks from 








0.008 






Democracies t -i 








(0.007) 






Inflows in Primary t -i 










Q7*** 
(0.015) 




Stocks in Primary t -i 












-0.02*** 
(0.008) 


Trade t -i 


0.00006 


0.002* 


-0.0005 


0.001 


0.005*** 


0.002 




(0.001) 


(0.001) 


(0.002) 


(0.0023) 


(0.002) 


(0.004) 


Prior 


0.384*** 


Q 4*** 


0.42*** 


0.42*** 


Q 4*** 


q 4*** 


Democracy 


(0.007) 


(0.01) 


(0.01) 


(0.01) 


(0.111) 


(0.02) 


Inflation t -i 


-0.00014 


-0.0002***-0.0004** -0.0003 


-0.0004** 


-0.003 




(0.00004) (0.00005) (0.0002) 


(0.0002) 


(0.0002) 


(0.0002) 


Logged GDP 


0.76*** 


0.725*** 


0.68*** 


0.5*** 


0.75*** 


A O*** 


Per capita t -i 


(0.04) 


(0.045) 


(0.08) 


(0.02) 


(0.08) 


(0.13) 


GDP growth 


-0.005 


-0.0055 


-0.004 


0.003 


-0.004 


-0.03** 


Rate t -i 


(0.005) 


(0.006) 


(0.013) 


(0.019) 


(0.009) 


(0.015) 


Urbanization t -i 


-0.013*** 


-0.011*** 


-0.008* 


-0.002 


-0.01*** 


-0.004 




(0.002) 


(0.002) 


(0.004) 


(0.006) 


(0.003) 


(0.005) 


Democratic 


=0.001 


0.002 


-0.01*** 


-0 13*** 


-0.005** 


-0.02*** 


Regional Effect t -i 


(0.002) 


(0.002) 


(0.0033) 


(0.003) 


(0.002) 


(0.003) 


Constant 


2.86*** 


2.96*** 


2 4|*** 


4 j-2*** 


9 97*** 


2.84*** 




(0.2) 


(0.23) 


(0.56) 


(0.81) 


(0.55) 


(0.77) 


Observations 


3206 


2582 


745 


573 


622 


341 


Adjusted R 2 


0.76 


0.77 


0.77 


0.75 


0.79 


0.75 



Note: Panel corrected standard errors in parentheses below the regression coefficients. 
* sig. at .10; ** sig. at. .05; ***sig. at. .001 
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My results of the political effect of overall FDI are not consistent with de Soysa' s 
(2003) findings. He finds a significant positive effect of FDI stocks on democracy. 
However, the difference possibly arises from the fact that my model is specific to 
developing countries, while de Soysa uses a dataset including both developed and 
developing countries. Another possible reason is that his data for FDI stocks cover 1970 
to 1998, but in my sample, the time period of the FDI stocks data is 1980 to 2005, 
without information from the 1970s. According to de Soysa (2003) and Bussman, de 
Soysa, and Oneal (2005), estimating the FDI stocks data is complicated, because it is not 
only about subtracting inflows of FDI from stocks of FDI, but also about depreciation. 
This approach could introduce measurement error, because the information regarding 
depreciation or inflation for various countries is imprecise. In addition, it is even more 
difficult to calculate the FDI stocks data for a large sample of 124 developing countries. 
In this sense, my result of the effect of FDI stocks is based on data from 1980 to 2005. 

There is another very important issue deserving attention: the possible 
intermediate effects of FDI on the level of democracy. FDI not only influences the level 
of democracy directly, but also has indirect effects on democracy through other 
socioeconomic variables, such as economic development, trade, inflation, and 
urbanization. For example, FDI promotes economic development, and a higher average 
income is one of the important factors that encourage democratic development in a 
country. Thus, by controlling logged GDP per capita, I have also controlled for a path by 
which FDI might influence democracy. I did a set of robust tests to see if the possible 
intermediate effects could affect the results by dropping logged GDP per capita and trade 
out of the analysis. The results show that when I drop the variable trade and logged GDP 
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per capita, the effects of FDI remain the same as in the original findings. But, the effects 
of trade on democracy change. In the original result, trade does not have a significant 
effect on the level of democracy. But when I dropped logged GDP per capita, the effects 
of trade on democracy turn out to be positive and significant. This implies that 
intermediate effects exist and could affect the results significantly. Unfortunately, it is 
difficult to separate and test the intermediate effects. 

The effect of overall FDI is not nearly as integral to my study as the different 
effects for various types of FDI. Li and Reuveny (2003) recognized the possibility that, in 
terms of political effects, FDI has two faces, one vicious, and one virtuous. They pointed 
out that the negative effects grow over time but did not provide a convincing argument to 
explain why. My finding provides a reasonable answer for this phenomenon. Table 4.1 
shows that although the overall effect is negative, once the regime type of the source 
countries is taken into account, the direction of the effects changes. Inflows of FDI from 
the developed democratic countries exert a positive and significant effect on the level of 
democracy in developing countries. A percentage-point increase in FDI inflows from 
advanced democratic countries to GDP ratio increases democracy on the Freedom House 
index by 0.07 points. However, because the measurement units of these two variables are 
different, the interpretation of the regression coefficients is less clear than might be 
desirable. So, I obtained standardized regression coefficients for the baseline equation. 
Thus, a standard deviation increase of the ratio of FDI inflows from advanced democratic 
countries to GDP raises the democratic score by 0.2 points. Given that the mean value for 
democracy and the ratio of FDI inflows from developed democratic countries to GDP 
among developing countries are only 7.08 and 1.44 in the time-series data, respectively, a 
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0.2 point increase is relatively significant. 28 This change implies that the international 
economic factor does contribute to democratization in developing countries, just as other 
domestic factors do. 

The political effect of FDI stocks from developed democratic economies was 
expected to be positive and significant; however, the sign of the coefficient is positive but 
not significant. This is possibly because of the uneven distribution of the FDI stocks data 
from advanced democratic countries. FDI inflows data from advanced democratic 
countries are available for almost all of the countries, but the data for FDI stocks are 
mostly missing for the countries in Latin America and Central and Eastern Europe. These 
two regions are expected to yield strong effects of FDI on the level of democracy due to 
the large amount of FDI inflows and the substantial variations of democracy over time. 
With regard to FDI in different sectors, FDI inflows in the primary sector have positive 
effects, but FDI stocks in the primary sector, on the contrary, exert negative influences on 
the democratic development, as expected. A standard deviation increase of the ratio of 
FDI stocks in the primary sector to GDP would lead to a decrease of the democratic score 
by 0.14 points. By checking the data, I would expect a stronger negative political effect 
of FDI stocks in the primary sector because, this time, the data of FDI stocks in the 
primary sector are mostly missing for the African countries, which are popularly 
perceived as states with low democratic scores and large FDI in the industries focusing 
on natural resources exploitation (UNCTAD 1996). Another reason I have confidence in 
the negative effect of FDI stocks in the primary sector is because the data in the primary 



28 See Knoke, Bohrnstedt, and Mee (2002) and Russett and Oneal (2001) for the method to calculate the 
standardized coefficient and the baseline values. 

29 When I drop everything but logged GDP per capita and the previous democratic score and re-estimate, 
the effect of FDI in the primary sector is not significant. However, the analysis of the effect of FDI in the 
primary sector suffers from several missing values. 
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sector from the series of WIDs not only includes the FDI data in mining, quarrying, and 
the petroleum industry — which, according to the theory, exerts a negative impact on 
democratic development in host countries — but also refers to FDI in agriculture, hunting, 
forestry, and fishing, all of which may have different effects that offset the negative 
effects of FDI (Alfaro 2003; Rothgeb 1984). 

The availability of FDI disaggregated data, and its effect on the result, is a serious 
concern. One way to tell if missing data has biased the estimation is to examine the 
adjusted R of the analysis. Table 4.1 shows that the R of the models with fewer 
observations do not present a substantial difference compared to the overall models. 
According to Li and Reuvney (2003), this indicates that the results in the models with 
fewer observations are not artifacts due to large missing values. To further enhance the 
statistical results of the empirical analysis of disaggregated FDI, I have created a joint 
contingency table to display the relationship between the level of democracy and 
disaggregated FDI by sector and by the regime type of the source country. Table 4.2 
shows the number of democracies in four categories: high percentage of FDI from 
developed democratic countries and low percentage of FDI in the primary sector; high 
percentage of FDI from developed democratic countries and high percentage of FDI in 
the primary sector; low percentage of FDI from developed democratic countries and high 
percentage of FDI in the primary sector; and low percentage of FDI from developed 
democratic countries and low percentage of FDI in the primary sector. I defined the 
higher democratic score as any Polity score greater than 2, because the mean value of the 
Polity score in the sample is only -0.4. A high percentage is defined as greater than 60%, 
and a low percentage is defined as lower than 30%. Although the ten-volume series of 
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WIDs did not provide a complete dataset of disaggregated FDI by sector and by the 
regime type of the source country, they presented some information used to build this 
contingency table. For example, almost all the African countries are missing the 
disaggregated FDI data in the 1980s and in some of the 1990s, but it is true that most of 
the African countries had received a large percentage of FDI in the primary sector, 
particularly in mining and quarrying. Appendix D presents the lists of countries in the 
four categories. Table 4.2 shows that most of the developing countries with higher 
democratic scores have a higher percentage of FDI from democratic countries and a 
lower percentage of FDI in the primary sector. In this category, Latin American countries 
and the CIS and Central and Eastern European countries account for the majority. In the 
category of higher percentages of FDI from democratic countries and FDI in the primary 
sector, there are 20 states, most of them from Africa and Latin America. Among these 
countries, only half have higher democratic scores. The category of low percentages of 
FDI from democratic countries and a low percentage of FDI in the primary sector has 8 
countries, 7 of them from Asia. Among these countries, only 1 country has a higher 
democratic score. The result of this joint contingency table matches the findings of the 
PCSE models. 
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Table 4.2 Joint Contingency Table of the Relationship between Democracy and FDI 
from Developed Democracies and FDI in the Primary Sector 



High % of FDI 

in the Primary Sector 

Low % of FDI 

in the Primary Sector 



High % of FDI from 
developed Democracies 


Low %> of FDI from 
developed Democracies 


20(11) 
55% 


1(0) 
0% 


60 (47) 
78% 


8(1) 

12% 



Note: The numbers of countries with a relatively higher democratic score (>2 in a scale from -10 to 10) in 
the four categories are in parentheses. 



Moving to the control variable, trade has a significant effect on democracy in the 
model based on the overall FDI stocks data and the data of FDI inflows in the primary 
sector. In the other models, most of the signs of coefficient are positive. This finding is 
consistent with the hypothesis that international trade promotes democracy, proposed by 
Russett and Oneal (2001). Unlike the study of Rudra (2005), I did not observe a high 
correlation between trade and FDI inflows in my sample. Instead, the correlation is 0.379, 
which means the influence of possible collinearity, if any, is small. 

Prior democracy has a positive and significant effect on current democracy. It 
illustrates that democracy as a social phenomenon tends to have inertia. If a country 
strengthens dictatorship and authoritarianism in the present, one simply cannot expect to 
find a higher level of democracy in the near future. In the same vein, the regime transition 
toward democracy is a process, accumulating over time, which in turn leads to more 
democratic reforms (Li and Reuveny 2003). This also implies that the democratization of 
developing countries is a long and tough evolution, because most of the developing 
countries have a legacy of authoritarianism. 
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Although inflation is supposed to have a positive impact on democracy (Li and 
Reuveny 2003; Rudra 2005), the result was not as expected. In all the models, the signs 
of the coefficients are negative. In some models, the effects are even significant, which 
could be explained by Li and Reuveny's (2003) finding: the effect of inflation weakens 
over time, with the largest significant effect in the 1980s. Economic growth, which is 
measured as the GDP growth rate, does not have any significant influence on democratic 
development. As in many studies, economic development is positive and statistically 
significant, being robust in all the models. This finding confirms the well-known Lipset 
(1959) hypothesis regarding the importance of economic development for 
democratization. The proposition that economic development promotes democracy not 
only applies well in the developed countries, but also fits well in the developing world. 

The result also showed that the influence of urbanization on the level of 
democracy is significantly negative. Although urbanization could be used as a proxy for 
industrialization level, for most of the developing countries, this variable only retains its 
literal meaning. Urbanization is faster than industrialization in most of the developing 
countries. If industries do not grow fast enough to absorb the emigration from rural areas, 
it will increase the burden of the government and may force the government to adopt a 
more repressive policy to control the dramatically increasing urban population, most of 
which is low-income (Rudra 2005). 

The negative coefficient for the democratic regional effect variable in the 
Freedom House data model is surprising, because this variable tends to be positive and 
highly significant (Rudra 2005). But as some scholars (Diamond 2002; Rudra 2005; 
Zakaria 1997) have pointed out, democracies, especially those in the developing world, 



94 

"do not necessarily bring about improvements in basic rights and liberties" (Rudra 2005, 
720). Particularly for developing democracies swept up by the "third wave" while still 
experiencing economic liberalization, repression became a means to maintain control and 
provide stability (Rudra 2005). In this sense, although those countries are labeled as 
"democracies" based on their institutional settings, they actually failed to consolidate the 
spiritual aspect of democracy: promoting the rule of law and civil liberties and respecting 
political rights. This result further supports the aforementioned argument that the Polity 
data have limitations for capturing some variations of democracy in developing 
countries. w 

Results of PVAR Analyses 

Lagging the independent variables in the PCSE model is only a partial solution 
for the endogeneity problem. Figure 4.2 presents the results of the endogeneity test using 
a simple two-stage least squares model with two regressors. The Wu-Hausman F test and 
the Durbin- Wu-Hausman Chi-square test both shows that endogenous effects are a 
significant problem in the model. To establish even greater confidence that the 
hypothetical relationships and the conclusions drawn from the PCSE analysis are valid, I 
estimated a PVAR model, which is a powerful econometric technique used to specify the 
models with endogeneity. 



30 The regional democratic effect variable is created based on the Polity data. The countries with a Polity 
score larger than 6 are considered democracies. 
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Figure 4.2 Tests on Endogeneity 



Tests of endogeneity of: FDI 

HO: Regressor is exogenous 

Wu-Hausman F test: 11.87854 F(l, 3317) P-value = 0.00057 

Durbin-Wu-Hausman chi-sq test: 1 1 .84686 Chi-sq(l) P-value = 0.00058 



Consistent with the PCSE model, the Freedom House data in the PVAR model are 
more sensitive to the variations of FDI than the Polity data. All the models based on 
Polity data do not show any significant effects of FDI on democracy. Here I present only 
the findings of the PVAR analysis based on the Freedom House data. 31 Table 4.3 
provides the results of the PVAR analysis estimation. Most of the results are consistent 
with the PCSE models, especially the effect of FDI inflows from advanced democratic 
countries. The biggest difference between the results of the PCSE model and the results 
of the PVAR model is that the political effect of FDI inflows as a percentage of GDP 
turns out to be positive and significant in the PVAR model. In terms of other effects, 
previous regime types have a strong positive impact on the level of democracy in the 
present. Another interesting finding from the PVAR model is that the effects of the level 
of democracy on FDI are not consistent in different models with different FDI measures. 
In the overall FDI data model, FDI inflows tend to be attracted by the democratic 
regimes. However, for FDI inflows from advanced democratic countries, the effect of 
democracy is positive but not significant. Figure 4.3 and Figure 4.4 present the graphs of 
the impulse-response functions for the two models with significant results: the model 
based on FDI inflows and the model based on FDI inflows from advanced democratic 



31 See Love and Zicchino (2004) for a detailed explanation of the method. 
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countries. I observed that the responses of democracy to FDI shocks are positive; that is, 
a one standard deviation shock in FDI shows a positive impact on the democratic level. 



Table 4.3 Main Results of a 2-Variable PVAR Model (The Freedom House Data) 

Response of The Level of Democracy (Free) t FDI/GDP t 

Response to 

FDI inflows/GDP t -i 0.02 0.29 

(2.21)*** (1.66)* 

Level of Democracy t -i 0.99 2.01 

(Free) (16.2)*** (3.18)*** 

N: 3225 

Response to 

FDI stocks/GDP m 0.007 1.04 

(0.97) (6.34)*** 

Level of Democracy t -i 0.78 -3.53 

(Free) (3.77)*** (-0.72) 

N: 2605 

Response to 

FDI inflows from 0.073 0.05 

democracies/GDP n (1.64)* (0.2) 

Level of Democracy t -i 1.04 0.78 

(Free) (8.12)*** (1.55) 

N:596 

Response to 

FDI stocks from 0.14 0.73 

democracies/GDP t-i (0.5) (1.10) 

Level of Democracy t -i 0.2 0.31 

(Free) (0.09) (0.06) 

N: 444. 

Response to 

FDI inflows in the 0.07 0.32 

primary sector/GDP n (2.98)*** (1.66)* 

Level of Democracy t -i 1.05 0.1 

(Free) (10.2)*** (1.59) 
N: 540 

Response to 

FDI stocks in the 0.07 0.92 

primary sector/GDP t -i (0.64) (2.98)*** 

Level of Democracy t -i 1.21 -0.13 

(Free) (3.27)*** (-0.1) 

N: 444. 

Note: t-statistics are in parentheses. ***, **, * indicate significance level at 1%, 5%, and 10% levels, 

respectively. The column variables are dependent variables in the models. 
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Figure 4.3 Impulse-Responses for PVAR of FDI Inflows as a Percentage of GDP and 
Democracy 
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Figure 4.4 Impulse-Responses for PVAR of FDI Inflows from Developed 
Democracies as a Percentage of GDP and Democracy 
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Other Results 

As called for by my research design, the next step of analysis is to explore the 
possibility of different political effects of FDI due to regional differences and various 
levels of economic development. First of all, I divided the overall sample into different 
sub-samples based on five regions: Latin America and the Caribbean, Asia and the 
Pacific, Africa, Central and Eastern Europe and the CIS, and the Middle East and North 
Africa. Table 4.4 and Table 4.5 show the results of the regional models. The results 
revealed the significant regional differences in terms of the political effect of FDI. For 
Latin America and the Central and Eastern Europe areas, overall FDI inflows and stocks 
both have significant positive effects on the level of democracy. In these two regions, the 
other form of globalization — trade — also significantly contributes to democratic 
improvement. For Asia, Africa, and the Middle East areas, the political effects of FDI 
seem less substantial. In Asia, FDI even has a negative effect on democracy. The 
interesting thing is that the political effects of FDI in all the East Asian countries (China, 
South Korea, Taiwan, Mongolia, and Vietnam) are significant and positive, showing a 
sub-regional difference. According to UNCTAD (2008a; 2008b), Asia and Africa are the 
two biggest recipients of FDI from developing countries. With this in mind, I checked the 
data to find that most of the countries from Latin America and the Caribbean, Central and 
Eastern Europe and the CIS, and East Asia possess a higher percentage of FDI from 
advanced democratic countries and a lower percentage of FDI in the primary sector. But, 
most of the Asian (excluding countries in East Asia) and African countries fall into either 
the higher percentage of FDI from developing countries or the higher percentage of FDI 



32 1 also introduced regional dummy variables into the test. The results confirmed that there is a regional 
difference in the political effect of FDI. 
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in the primary sector categories. This implies that there is a possible interactive effect of 
FDI from advanced democratic countries and FDI in the primary sector on the level of 
democracy. Unfortunately, the limitation of data availability prevents further analysis by 
introducing interaction terms in the regional models because, after being divided into five 
different groups, the observations of FDI disaggregated data in one group are too few to 
yield substantial empirical results. 



Table 4.4 Political Effects of FDI Inflows/GDP across Regions 



Variables 


Eastern and 


Latin 


Asia and 


Africa 


Middle East 




Central Europe America 


Pacific 


and North Africa 


FDI 


q Q7*** 


0.06*** 


-0 11*** 


-0.06*** 


0.06 


Inflow/GDP t _i 


(0.04) 


(0.017) 


(0.02) 


(0.04) 


(0.015) 


Trade t -i 


0.006*** 


0.007*** 


-0.0003 


0.008*** 


0.003 




(0.0023) 


(0.002) 


(0.002) 


(0.002) 


(0.003) 


Prior 


0.43 


0.36*** 


0.366*** 


4*** 


a 29*** 


Democracy 


(0.012) 


(0.01) 


(0.013) 


(0.01) 


(0.015) 


Inflation t -i 


-0.0002*** 


0.0000004 


-0.007*** 


-0.0002** 


0.001 




(0.00006) 


(0.00005) 


(0.00144) 


(0.00007) 


(0.002) 


Logged GDP 


1 2*** 


0.86*** 


0.56*** 


29*** 


0.62*** 


Per capita t -i 


(0.09) 


(0.078) 


(0.1) 


(0.07) 


(0.08) 


GDP growth 


0.0007 


0.026** 


-0.075*** 


0.014* 


-0.0005 


Rate t -i 


(0.01) 


(0.013) 


(0.018) 


(0.008) 


(0.012) 


Urbanization t -i 


-0.024*** 


-0.002 


-0.006 


-0.004 


0.003 




(0.007) 


(0.004) 


(0.006) 


(0.004) 


(0.005) 


Democratic 


-0.004 


-0.025*** 


-0.06*** 


-0.004 


0.08 


Regional 


(0.013) 


(0.003) 


(0.005) 


(0.008) 


(0.08) 


Effect t -i 












Constant 


-0.36 


9 79*** 


g g*** 


4 o*** 


1.27 




(1.07) 


(0.56) 


(0.59) 


(0.33) 


(0.9) 


Observations 


373 


739 


522 


1186 


355 


R square 


0.87 


0.733 


0.75 


0.66 


0.63 



Note: Panel corrected standard errors in parentheses below the regression coefficients. 
Two-tailed tests: * sig. at. .10; ** sig. at. .05; ***sig. at. .001 
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Table 4.5 Political Effects of FDI Stocks/GDP across Regions 



Variables 


Eastern and 


Latin 


Asia and 


Africa Middle East 




Central Europe 


America 


Pacific 


and North Africa 


FDI 


0.02*** 


0.007** 


-0.012** 


-0.015*** 


-0.12*** 


Stocks/GDP m 


(0.004) 


(0.0045) 


(0.003) 


(0.006) 


(0.0035) 


Trade t -i 


0.006*** 


0.01*** 


0.00007 


0.008*** 


0.02*** 




(0.0023) 


(0.002) 


(0.002) 


(0.002) 


(0.004) 


Prior 


0.43 


37*** 


A ^1*** 


A ^1*** 


3i*** 


Democracy 


(0.012) 


(0.013) 


(0.012) 


(0.012) 


(0.016) 


Inflation t -i 


-0.0002*** 


-0.00002 


-0.006*** 


-0.0002** 


-0.0006 




(0.00006) 


(0.00006) 


(0.0013) 


(0.00008) 


(0.002) 


Logged GDP 


1 2*** 


Q Q*** 


0.52*** 


0.304*** 


0.713*** 


Per capita t -i 


(0.09) 


(0.08) 


(0.08) 


(0.07) 


(0.09) 


GDP growth 


-0.004 


0.01 


-0.085*** 


0.004 


-0.008 


Rate t -i 


(0.012) 


(0.014) 


(0.02) 


(0.01) 


(0.015) 


Urbanization t -i 


-0.024*** 


0.003 


-0.006 


0.002 


-0.012** 




(0.007) 


(0.005) 


(0.004) 


(0.005) 


(0.005) 


Democratic 


-0.03* 


-0.04*** 


-0.06*** 


-0.004 


0.12 


Regional 


(0.016) 


(0.005) 


(0.0064) 


(0.01) 


(0.1) 


Effect t -i 












Constant 


1.63 


2 37*** 


7 ig*** 


A Q*** 


0.41 




(1.36) 


(0.65) 


(0.5) 


(0.4) 


(1.17) 


Observations 


348 


550 


436 


951 


270 


R square 


0.86 


0.713 


0.77 


0.67 


0.65 



Note: Panel corrected standard errors in parentheses below the regression coefficients. 
Two-tailed tests: * sig. at. .10; ** sig. at. .05; ***sig. at. .001 



The second step is to examine if there is any difference in the political effects of 
FDI based on different levels of economic development. Following the research design, I 
divided the sample into two groups: one group includes the countries that had exceeded 
the threshold of the GDP per capita proposed by Przeworski et al. (2000); the other group 
includes most of the low-income and middle-income economies with a GDP per capita 
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lower than the cutoff point. Table 4.6 is a simplified table presenting only the 
coefficients and the panel-corrected standard errors for FDI variables. For high-income 
countries, overall FDI has a negative effect on democracy, but FDI stocks from advanced 
democracies exert positive impacts on democracy. These patterns do not hold in the 
models with the low- and middle-income countries. In these models, the effects of overall 
FDI are not significant, but FDI from developed democratic countries exerts a positive 
impact on democracy when controlling the effects of economic development. The 
coefficients for FDI inflows in the primary sector variables in both groups are negative, 
but they are not significant. 



Table 4.6 Effects of FDI on Democracy for the High-Income Countries with GDP 
Per Capita above $6,500 and the Low-Income and Middle-Income Countries with 
GDP Per Capita below $6,500 

Variables High-income countries Low- and middle-income countries 

0.01 
(0.011) 
-0.02 
(0.002) 

(0.04) 



FDI inflow/GDP t -i 


-0.033** 




(0.01) 


FDI Stocks/GDP t -i 


-0.01*** 




(0.003) 


Inflows from 


0.052 


democratic 


(0.033) 


countries t -i 




Stocks from 


q Q3*** 


democratic 


(0.007) 


countries t -i 





0.02** 
(0.006) 



Inflows in the -0.06 0.073*** 

primary sector t -i (0.05) (0.024) 

Stocks in the -0.015 -0.01 

primary sector t -i (0.023) (0.008) 

Note: Panel-corrected standard errors in parentheses below the regression coefficients. 
Two-tailed tests: * sig. at. .10; ** sig. at. .05; ***sig. at. .001 
$6,500 is measured as PPP 1985 constant dollar. 
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See Appendix B for the details about the threshold of GDP per capita. 
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In sum, the most important findings in this study are the significant positive effect 
of FDI from democratic countries, the negative effect of FDI in the primary sector, and 
the strong regional differences of the political effects of FDI. Next I turn to the 
conclusion and the policy implications of my findings. 



CHAPTER 5 
CONCLUSION 

The purpose of this study was to explore the different effects of disaggregated 
FDI and to examine regional differences in the political effects of FDI. I not only 
analyzed overall FDI, but also made empirical efforts to assess FDI by sector, by the 
regime type of the source country, and by region. My analysis is the first attempt to 
address the different political effects of disaggregated FDI in a large sample of 
developing countries. 

In summary, the investigation of 124 developing countries from 1970 to 2005 
suggests that FDI can have dramatically different impacts on democracy across region 
and by type. The reason for the unreliable empirical results in previous works is the dual 
political effects of FDI: some parts of FDI are pro-democracy, hence contributing to 
democratic development, while other parts of FDI are pro-authoritarian, fostering 
autocratic governance. In other words, not all forms of foreign investment seem to be 
beneficial to political development in the developing world. 

My study showed that FDI from developed democracies has a positive effect on 
democracy. Because FDI from advanced democratic countries has declined in the 
developing world since the 1990s, this phenomenon matches the empirical results of Li 
and Reuveny's (2003) study: a weakening political effect of FDI. I also found a negative 
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effect of FDI in the primary sector. In the PCSE model, the effect of FDI stocks in the 
primary sector was negative and significant, indicating that FDI in the primary sector 
could erode the prospects for democracy. Although the effect was not significant in the 
PVAR model, the sign of the coefficient is negative. In essence, this study has identified 
the conditions under which FDI is most associated with the improvement of democracy. 
Democratization is sensitive to variations in FDI contingent on sectors and the regime 
type of the source country. 

In addition, the inconsistent results from the Polity data model and the Freedom 
House data model highlighted the differences between these two popular indices of 
democracy, implying that the measurement matter plays an important role in empirical 
analysis. In comparing the measurement indicators of these two indices, the Freedom 
House index seems to be more accurate in capturing variations than the Polity IV data in 
terms of the level of democracy in developing countries. 

Another important finding in this study was the regional differences of the 
political effects of FDI due to the uneven distribution of FDI from advanced democratic 
countries and FDI in the primary sector. Previous studies often assumed that the political 
effects of FDI are homogenous across quite different regional and national contexts and 
tried to make a universal conclusion about the impact of FDI on democratic development 
in developing countries. In contrast, my study showed that inflows of FDI into different 
regions vary greatly in terms of their impacts on the domestic political development. 

FDI in Central and Eastern Europe and the CIS exerts a significant positive effect 
on the level of democracy. This political effect of FDI is in line with the demonstration 
by several international organizations that FDI is an engine in the transition from state 
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socialism and a powerful force for integration of this region into the global economy 
(IMF 1997; UNCTAD 1998). Most of the emerging and transition economies in Central 
and Eastern Europe and the CIS have been building their economies largely on the 
infrastructure inherited from Communism. As a catalyst in the political and economic 
transition, FDI has been reported to bring financial, managerial, technological, and even 
ideological resources that induce political, economic, and social restructuring in this 
region (UNCTAD 2006). For example, some scholars argue that "without massive 
inflows of foreign capital, successful transition [from planned to market economies] in 
Central and Eastern Europe is unlikely" (Schmidt 1995, 268). 

The average values of the economic and political indicators of this region are 
relatively high. In Central and Eastern Europe and the CIS, FDI inflow as a percentage of 
GDP has an average value of 2%, with a maximum value reaching 44%. The mean value 
of FDI stocks as a percentage of GDP is close to 10%. The maximum value in this region 
is 140%, The Polity score has an average value of 1 .04, which is 1.44 points higher than 
the average value of the developing countries in the sample. FDI inflows to this region 
possess two characteristics: most of them are from developed democracies, and they are 
in the non-primary sectors. Among the 26 CIS and Central and Eastern European 
countries in my sample, 20 countries have disaggregated FDI data available. In these 20 
countries, 16 of them have a higher percentage of FDI from developed democracies and a 
lower percentage of FDI in the primary sector; only 3 of them have a higher percentage 
of FDI from developed democracies and a higher percentage of FDI in the primary 
sector; and one country (Uzbekistan) has higher percentages of FDI both from developing 
democracies (80%) and in the primary sector (70%). Thus, the higher percentage of 
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foreign investment from advanced democracies plays an important role in promoting 
democracy in this region. Moreover, the low percentage of FDI in the primary sector in 
most of the countries in this region also helps to reduce the negative effect of FDI. 34 

There are several issues worth noting. When this regional model is compared with 
the overall model, the R of the regional model of Central and Eastern Europe and the 
CIS increases to 0.86 (the R 2 of the overall model is only 0.77). According to Li and 
Reuveny (2003), this indicates that the selection of this specific region itself also 
contributes to the variation of democracy. First of all, most of the countries in this region 
are high-income economies. Among the 26 sample countries, 1 1 have a GDP per capita 
exceeding the cutoff point. Second, most of the countries in this region have experienced 
a great political revolution in the late 1980s and early 1990s. Third, among the 26 sample 
countries, 10 countries are members of the European Union; 2 countries — Croatia and 
Macedonia — are official candidates; and 1 country — Albania — is officially recognized as 
a potential candidate. To join the EU, a country must meet two requirements: stable 
democracy that respects human rights and the rule of law, and a functioning market 
economy capable of competition within the EU (Cohn 2005). Thus, these membership 
requirements could be the overwhelming force driving the countries in this region to 
democratize. 

Compared to Central and Eastern Europe and the CIS, Latin America and the 
Caribbean do not have any impacts from international organizations with a demanding 
agenda of imposing democracy in the world. It is true that some of the Latin American 



34 Most of the countries in Central and Eastern Europe and the CIS possess a very low percentage of FDI in 
the primary sector. For example, Bulgaria, the Czech Republic, Romania, Estonia, Georgia, Hungary, 
Latvia, Poland, Slovakia, and Slovenia all have only 1-2 percent of FDI in the mining and quarrying 
industries (UNCTAD various years). 
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countries experienced regime changes under the sweeping trend of the "third wave" in 
the late 1970s and 1980s, but the R 2 in the regional model is very close to the overall 
model (0.73). Thus, unlike Central and Eastern Europe and the CIS, Latin America and 
the Caribbean do not have any other overwhelming effects other than those within the 
model. My study showed that FDI contributes to political liberalization in this region. 
The average value of FDI inflows as a percentage of GDP in this region is 2.18, a little bit 
higher than the average value of Central and Eastern Europe and the CIS. The average 
value of FDI stocks as a percentage of GDP is 21%, indicating that this region has been 
receiving a large amount of FDI for a long time. The mean value of the Polity score 
reaches 3.44, almost 2 points higher than the average value in Central and Eastern Europe 
and the CIS, and 3.84 points higher than the average value of all the developing countries 
in the sample. 

Among the 22 sample countries of Latin America, only 4 countries have GDP per 
capita exceeding the cutoff point. In the 15 countries with the available disaggregated 
FDI data, 1 1 countries have a high percentage of FDI from democratic economies and a 
low percentage of FDI in the primary sector; and 4 countries with a high percentage of 
FDI from democratic countries also have a high percentage of FDI in the primary sector. 

The GDP per capita in most of the Asian countries is much lower than the 
countries in Latin America and the Caribbean and in Central and Eastern Europe and the 
CIS. The average value of the Polity score is also much lower, reaching only 1, 1.4 points 
higher than the average value of the whole developing world but 2.44 points less than 
Latin America. The average values of the percentage of FDI inflows and stocks are 



108 

2.1 1% and 16%, respectively, higher than the mean values of the CIS and Central and 
Eastern European countries but lower than the mean value of Latin American states. 

FDI in Asia exhibits a negative influence on democratization, which is surprising 
because some Asian countries, such as Taiwan and South Korea, have witnessed 
substantial improvement in democracy while integrating into the world economy. The 
analysis for only the East Asian countries shows that FDI actually promotes democracy 
in this sub-region. For Asia, the sub-regional difference plays an important role in 
exhibiting the conflicting effects of FDI. An interesting finding is that in the category of 
low percentages of FDI both from developed democracies and in the primary sector, 
Asian countries account for the majority, 6 out of 8 countries, all of them with low 
democratic scores. The other 1 1 Asian countries with available data fall into the category 
of high percentages of FDI from democracies and a low percentage of FDI in the primary 
sector, 9 of them with high democratic scores. According to UNCATD (2006), 8 
developing countries depend largely on FDI from the developing world, and 4 of them 
are from Asia: China, Thailand, Bangladesh, and Laos. 

For Africa and the Middle East, the story is different. Africa and the Middle East 
have low levels of political and economic development. The mean value of the Polity 
score for Africa is very low compared to other regions: -2.9, 2.5 points lower than the 
average value of the developing world. The countries in my sample in the Middle East 
and North Africa have the lowest average Polity score: -4.9, even lower than the mean 
value of Africa, almost 4 points lower than the average value of the developing world. 
For Africa, among the 41 sample countries, only three states have GDP per capita greater 
than the cutoff point: Botswana, Equatorial Guinea, and Gabon. However, the high 
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average income of Equatorial Guinea and Gabon is mainly due to offshore oil production. 
They are typical examples of the resource curse, which suggests that states whose sole 
source of wealth derives from abundant natural resources, such as oil, often fail to 
democratize because the well-being of the elite depends more on direct control of the 
resource than on popular support (Cohn 2005). The "resource curse" effect is stronger in 
the Middle East and North Africa. Countries such as Oman and Kuwait all have a higher 
average income. However, their Polity scores are really low, close to -10. 

In terms of economic and political indicators, for Africa, the average values of 
FDI inflows and stocks as a percentage of GDP are 1.9% and 18%, respectively; for the 
Middle East and North Africa, the values are 1.1% and 19%, respectively. My study 
shows that FDI has a negative effect on democratization both in Africa and the Middle 
East. Unfortunately, the disaggregated FDI data for these two regions are not enough to 
yield substantial conclusions about the possible dual effects of FDI. However, the 
features of FDI inflows to Africa and the Middle East may provide an explanation for a 
negative effect of FDI: the amount is small, and most of them are from advanced 
democratic countries with a high focus on natural resource exploitation. Recently, there 
has been an increase in FDI inflows from developing countries to Africa; China has 
become one of the biggest foreign investors in this region. 

With these differences in terms of the political effects of FDI by sector and by the 
regime type of the source country, my study holds important implications for the policy 
debate about the political effects of FDI in developing countries and for future research as 
well. If only considering the result of the political effects of overall FDI, one would cast 
doubt on the Washington consensus that international economic variables have a direct 



110 

positive effect on the level of democracy. Based on a similar result, Li and Reuveny 
(2003) suggested a policy dilemma between economic efficiency gains and democratic 
decline due to the increasing negative political effects of FDL However, the problem is 
that the model of overall FDI does not take into account the possible different effects of 
the various types of FDI by sector and by the regime type of the source country. 

If maximization of the economic efficiency is the only policy objective, then it 
does not matter if FDI exerts different political effects in developing countries. However, 
more and more developing countries have begun to recognize the importance of 
democratic governance to economic development. For those governments that want both 
economic competitiveness and democratic accountability, my findings are encouraging, 
because they suggest that countries do not need to face the so-called policy dilemma, as 
direct investment from foreign investors does not necessarily lead to domestic political 
erosion in terms of democracy. This study provides a policy recommendation that 
maximizes both economic and political gains by attracting more FDI from developed 
democracies and reducing the concentration of FDI on natural resource exploitation. 

This finding is substantial for developed democracies, too. After World War II, 
the spread of democracy has been a desirable policy goal for advanced democratic 
countries and Bretton Woods institutions (IMF, World Bank, and the UN) attempting to 
reduce regional conflicts and secure peace in the world. Many policy makers in 
developed democracies have long assumed that capital flows and financial liberalization 
encourage democratic improvement in developing countries (Armijo 1999; Rodrik 1997; 
Rudra 2005). My findings should help to eliminate the doubts of policy makers about the 
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negative political effect of FDI and encourage more investment from democratic 
countries in the developing world. 

My study also implies that understanding the factors affecting democratization in 
developing countries today is different from analyzing the evolution of liberal democracy 
in advanced industrialized countries. It shows that, in developing countries, both 
international and domestic factors play important roles. Another form of globalization, 
trade, is still an important impetus of democratization in developing countries/The 
findings confirm that economic globalization is a critical force for democratization in the 
developing world. Meanwhile, my study shows the importance of domestic factors in 
democratization in developing countries. One of the most important determinants of 
democracy, economic development, still plays an important role. The previous 
democratic score contains most of the information about a country's domestic political 
and social structure, for example: institutional qualities of the regime, culture, party 
fragmentation, and authoritarian legacy. The negative effect of urbanization reveals the 
serious domestic problem of democratization and industrialization in developing 
countries. As the economy grows, more and more people in developing countries 
emigrate from rural areas to the big cities. If there are no corresponding social and 
welfare programs to accommodate the sudden increased urban population, according to 
Rudra (2005), governments have to adopt oppressive policies to control the large 
numbers of poor. 

The findings and implications of this study should be interpreted with the 
following limitations in mind. The first limitation of this study is data availability. Only 
about half of the sample countries have available disaggregated FDI data, which leads to 
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a limited generalization. With more data, I could build a balanced panel dataset, which 
could produce more information about the dual political effect of FDL However, the 
dataset I used is the best option to date. 

The second limitation of my study lies in the measurement of democracy. 
Scholars are not in agreement about which indicators should be used to measure levels of 
democracy. Because the conceptualization and operationalization of variables is critical 
to empirical analysis, further research should focus on the measurement of democracy. 

The third limitation is associated with the plausible indirect effects of FDI. 
Beyond the direct political effect of FDI, it could also influence the level of democracy 
through other socioeconomic factors. Thus, including the socioeconomic control 
variables could blur the real effect of FDI. Although in this study, the variables of trade 
and logged GDP per capita do not seem to have significant impacts on the political effect 
of FDI, this does not mean there is no intermediate effect. I believe further research on 
this matter could complete our understanding of the political effects of FDI in the 
developing world. 

Last but not least, the negative political effects of FDI in the primary sector 
should be understood with the awareness that at least one third of the sample of 
developing countries has been receiving foreign investment, particularly in the primary 
sector. Thus, in future studies, with more data on FDI in the primary sector, I could 
compare the political effects of this type of FDI in the developing world and in developed 
countries. 
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APPENDIX A 



DATA INFORMATION 



Table A.l Data Information 



Variables 



Description 



Sources 



Overall FDI FDI net inflows (% of GDP) and 

FDI stocks (% of GDP) 



World Development Indicators 
UNCTAD FDI database 



Disaggregated FDI FDI from advanced democracies World Investment Directory 
(%) FDI in the primary sector (%) SourceOECD database 



Democracy 
(Polity IV) 



Using scale -10 -10; 
10=strong democracy; 
-10=strong autocracy. 



Democracy Using scale 2-14; 

(Freedom House) 1 4=highest degree of freedom 



Trade 

GDP/capita 
Growth rate 

Inflation 



The amount of total trade as a 
percentage of GDP 
(Import + Export)/GDP 



Polity IV dataset, 
Polity 2, 1969 to 2005 



Freedom House, 
Freedom in the World 
Country Ratings, 
1972 to 2005 

World Development Indicators 



GDP per capita (constant 2005 US$) World Development Indicators 

Annual percentage growth World Development Indicators 

rate of real GDP 

Yearly growth of the GDP deflator, World Development Indicators 
Calculated as the ratio of nominal GDP 
(measured in current prices) to real GDP 
(measured in constant prices) 



Urbanization 



Regional 

Democratic 

Effect 



Urban population 
(% of total population) 



World Development Indicators 



Percentage of democratic regimes in the 
region to which the country belongs 
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APPENDIX B 
COUNTRY DETAILS FOR GDP PER CAPITA, FDI, AND DEMOCRACY 
Table B.l Country Details for GDP Per Capita, FDI, and Democracy: 



Central and Easi 


tern Europe and the CIS (26) 










Country 


GDP 

Per 
Capita 
Max ($) 


Year 

exceed 

$10492 


Inflows/ 
GDP 
Max (%) 


Stocks/ 
GDP 
Max (%) 


Polity 
Score 
Max 


Polity 
Score 
Min 


2005 

Polity 

Score 


Albania 


5702 




5.07 


20.42 


9 


-9 


9 


Azerbaijan 


5981 




44.35 


140.50 


1 


-7 


-7 


Armenia 


4728 




11.66 


32.11 


7 


-6 


5 


Belarus 


9436 




3.67 


11.31 


7 


-7 


-7 


Bulgaria 


9976 




14.2 


49.89 


9 


-7 


9 


Croatia 


13867 


2000 


6.9 


37.35 


9 


-5 


9 


Cyprus 


24534 


1980 


10.45 


55 


7 


10 


10 


Czech Republic 


21437 


1990 


11.27 




10 


-7 


10 


Estonia 


18578 


1987 


20.93 


86.38 


6 


6 


6 


Georgia 


7181 




9.73 


35.93 


7 


4 


7 


Hungary 


17701 


1980 


12.67 


61.36 


10 


-7 


10 


Kazakhstan 


9528 




12.79 


62.77 


-3 


-6 


-6 


Kyrgyzstan 


2504 




6.63 


34.55 


3 


-3 


3 


Latvia 


14913 


1988 


8.49 


32.82 


8 


8 


8 


Lithuania 


15253 


2002 


8.28 


32 


10 


10 


10 


Macedonia 


8048 




12.86 


40.8 


9 


6 


9 


Moldova 


3973 




9.89 


38.47 


8 


5 


8 


Poland 


14433 


1998 


5.46 


34.14 


10 


-7 


10 


Romania 


10110 




8.63 


27.19 


9 


-8 


9 


Russia 


13070 


2004 


2.6 


22.44 


7 


4 


7 


Slovakia 


17452 


1984 


16.81 


49.77 


9 


7 


9 


Slovenia 


24248 


1990 


7.3 


23.28 


10 


10 


10 


Tajikistan 


3479 




13.1 


13.9 


-1 


-6 


-3 


Turkmenistan 


* 




6.18 


33.39 


-8 


-9 


-9 


Ukraine 


8628 




9.07 


20.1 


7 


5 


6 


Uzbekistan 


2137 




4.9 


9.18 


-9 


-9 


-9 
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130 



Africa (Excluding North African couni 


tries) (41) 










Country 


GDP 
Per 

Capita 
Max ($) 


Year 

exceed 

$6500 


Inflows/ 
GDP 
Max (%) 


Stocks/ 
GDP 

Max 
(%) 


Polity 
Score 
Max 


Polity 
Score 
Min 


2005 

Polity 

Score 


Angola 


4297 




40.16 


115.34 





-7 


-2 


Benin 


1220 




6.43 


9.46 


6 


-7 


6 


Botswana 


12350 


2002 


15.6 


85 


9 


7 


9 


Burkina Faso 


1050 




0.93 


3.83 


5 


-7 


-3 


Burundi 


495 




1.64 


7.86 


6 


-7 


6 


Cameroon 


2813 




5.53 


20.91 


-4 


-8 


-4 


Central Africa 


934 




3.24 


13.63 


5 


-7 


-1 


Chad 


1468 




46.48 


98.66 


-2 


-9 


-2 


Comoros 


1284 




3.8 


10.23 


6 


-7 


6 


Congo 


4245 




22.11 


73.35 


-1 


-8 


-4 


Democratic 
Republic of Congo 


749 




2.47 


17.18 


4 


-9 


4 


Equatorial Guinea 


28536 


2000 


95.58 


168.48 


-5 


-7 


-5 


Ethiopia 


678 




5.79 


26.86 


1 


-9 


1 


Eritrea 


697 




19.92 


67.04 


-6 


-7 


-7 


Gabon 


17565 


1980 


7.7 


31.48 


-4 


-9 


-4 


Gambia 


1123 




12.25 


81.77 


8 


-7 


-5 


Ghana 


1208 




3.33 


30.03 


8 


-7 


8 


Guinea 


1083 




3.06 


17.34 


-1 


-9 


-1 


Guinea 
Bissau 


710 




4.27 


20.83 


6 


-8 


6 


Kenya 


1420 




1.34 


12.08 


8 


-7 


8 


Lesotho 


1395 




5.11 


55.98 


8 


-9 


8 


Madagascar 


1225 




2.18 


7.28 


9 


-6 


7 


Malawi 


757 




4.13 


28.6 


6 


-9 


6 


Mali 


1025 




4.6 


18.38 


7 


-7 


6 


Mauritania 


1684 




47 


89.69 


-5 


-7 


-5 


Mauritius 


9975 




5.94 


15.04 


10 


9 


10 


Mozambique 


677 




9.58 


87.33 


6 


-8 


6 


Niger 


925 




2.4 


20.14 


8 


-7 


6 


Nigeria 


1749 




9.6 


66.26 


7 


-7 


4 


Rwanda 


823 




1.46 


30.36 


-3 


-7 


-3 


Senegal 


1546 




4.04 


9.29 


8 


-7 


8 


Sierra Leone 


816 




6.13 


41.92 


5 


-7 


5 


Somalia 


* 




6.37 


5.64 





-7 





South Africa 


8804 




6.13 


38.88 


4 


9 


9 


Sudan 


1828 




8.26 


28.14 


7 


-7 


-4 


Swaziland 


4673 




13.46 


51.34 





-10 


-9 


Tanzania 


1091 




5.74 


40.85 


1 


-7 


1 


Togo 


1132 




11.26 


36.93 


-2 


-7 


-4 


Uganda 


847 




4.7 


25.65 


3 


-7 


1 


Zambia 


1567 




9.6 


72.88 


6 


-9 


5 


Zimbabwe 


* 




7.3. 


40.46 


4 


-7 


-4 
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Asia and Pacific (21) 














Country 


GDP 
Per 
Capita 
Max ($) 


Year 

exceed 

$6500 


Inflows/ 
GDP 
Max (%) 


Stocks/ 
GDP 
Max (%) 


Polity 
Score 
Max 


Polity 
Score 
Min 


2005 

Polity 

Score 


Bangladesh 


1068 




1.36 


5.84 


8 


-7 


6 


Bhutan 


3648 




1.08 


2.6 


-8 


-8 


-8 


Cambodia 


1439 




8.38 


43.73 


2 


-7 


2 


China 


4088 




6.24 


17.24 


-7 


-8 


-7 


Fiji 


4282 




6.29 


34.44 


9 


-3 


6 


India 


2229 




1.14 


5.56 


9 


7 


9 


Indonesia 


3209 




4.01 


32.68 


8 


-7 


8 


South Korea 


21273 


1990 


4.6 


7.44 


8 


-9 


8 


Laos 


1814 




6.83 


36.73 





-7 


-7 


Malaysia 


11678 


2002 


8.68 


62.44 


4 


1 


3. 


Mongolia 


2608 




10.18 


33.83 


10 


-7 


10 


Nepal 


960 




0.46 


2.13 


6 


-9 


-6 


Pakistan 


2184 




1.98 


14.75 


8 


-7 


-5 


Papua New 
Guinea 


2651 




20 


69.75 


10 


10 


10 


Philippines 


2955 




2.95 


16.87 


8 


-9 


8 


Singapore 


43333 


1980 


20.06 


160.25 


-2 


-2 


-2 


Sri Lanka 


3545 




2.86 


14.13 


8 


5 


5 


Solomon 
Islands 


2205 




15.25 


60.15 


8 





8 


Taiwan 


15272 


1988 


1.53 


13.04 


-8 


10 


10 


Thailand 


7068 




6.68 


34.23 


9 


-7 


9 


Vietnam 


2142 




11.93 


74.28 


-7 


-7 


-7 



Middle East and North Africa (14) 



Country 


GDP per 
capita 
Max ($) 


Year 

exceed 

$6500 


Inflows/ 
GDP 
Max (%) 


Stocks/ 
GDP 
Max (%) 


Polity 
Score 
Max 


Polity 
Score 
Min 


2005 

Polity 

Score 


Algeria 


7369 




2.17 


10.09 


2 


-9 


2 


Djibouti 


2744 




5.78 


17.2 


2 


-8 


2 


Egypt 


4574 




6.7 


32.2 


-3 


-7 


-3 


Iran 


9314 




2.17 


3.79 


3 


-10 


-6 


Israel 


22886 


1980 


10.06 


33 


9 


10 


10 


Jordan 


4342 




12.05 


104.07 


-2 


-10 


-2 


Kuwait 


45197 


1980 


1.1 


2.0 


-7 


-10 


-7 


Lebanon 


9570 




15.03 


72 


7 





7 


Morocco 


3554 




8.48 


40.2 


-6 


-9 


-6 


Oman 


20350 


1982 


5.06 


17.51 


-8 


-10 


-8 


Syria 


4001 




2.47 


62.98 


-7 


-9 


-7 


Turkey 


10370 


2005 


2.7 


17.75 


9 


-5 


7 


Tunisia 


6444 




4.55 


65.85 


-9 


-3 


-4 


Yemen 


2187 




18.4 


55.33 


-2 


-6 


-2 
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Latin America < 


22) 














Country 


GDP per 

capita 
Max ($) 


Year 

exceed 

$6500 


Inflows/ 
GDP 
Max (%). 


Stocks/ 
GDP 
Max (%). 


Polity 
Score 
Max 


Polity 
Score 
Min 


2005 

Polity 

Score 


Argentina 


10814 


2005 


8.45 


42.30 


8 


-9 


8. 


Bolivia 


3715 




12.2 


83.11 


9 


-7 


8. 


Brazil 


8473 




5.09 


24.29 


8. 


-9 


8. 


Chile 


12173 


2000 


12 


73.1 


9 


-7 


9 


Colombia 


5867 




8.34 


29.95 


9 


7 


7 


Costa Rica 


9024 




4.34 


27.12 


10 


10 


10 


Dominican 
Republic 


5430 




4.99 


21.88 


8 


-3 


8 


Ecuador 


6736 




6.25 


44.42 


9 


-5 


6. 


El Salvador 


5125 




9.19 


24.58 


7 


-6 


7. 


Guatemala 


4001 




4.2 


22.67 


8 


-7 


8 


Guyana 


2903 




39.8 


124.60 


6 


-7 


6 


Haiti 


1212 




1.22 


9.55 


■7 


-10 


-2 


Honduras 


3187 




4.73 


31.41 


7 


-1 


7: 


Jamaica 


5903 




11.53 


65.81 


10 


9 


9 


Mexico 


11387 


1999 


4.4 


28.04 


8 


-6 


8 


Nicaragua 


2227 




8.01 


50.11. 


8 


-8 


■8. 


Panama 


9388 




18.45 


67.33 


9 


-7 


9 


Paraguay 


3824 




4.3 


23.65 


8 


-8 


8 


Peru 


6452 




7.32 


21.99 


9. 


-7 


9 


Trinidad and 
Tobago 


18145 


1998 


17.42 


98.57 


10 


8. 


10 


Uruguay 


9265 




5.1 


18.01. 


10 


-8 


10. 


Venezuela 


9924 




7.2 


49.53 


9 


6 


6. 



* means the data for the country is not available 



APPENDIX C 



INFORMATION ON FDI DISAGGREGATED DATA BY SECTOR AND BY THE 
REGIME TYPE OF THE SOURCE COUNTRY 



The period for which FDI disaggregated data were available (shown in 
parentheses) differs by country according to the source. 

For the CIS and Central and Eastern European countries (including former Soviet 
Union countries): Azerbaijan (96-03), Armenia (99-03), Bulgaria (97-01), Croatia (01), 
The Czech Republic (94-05), Cyprus (89-96), Estonia (95-02), Georgia (96-99), Hungary 
(93-05), Kazakhstan (94-03), Kyrgyzstan (96-03), Latvia (01-02), Lithuania (97-02), 
Macedonia (98-02), Poland (94-05), Russia (99-03), Slovakia (94-01), Slovenia (95-01), 
Ukraine (92-05), Uzbekistan (94-03). 

For African countries: Angola (89-94), Benin (91-94), Botswana (91-05), Burkina 
Faso (91-94), Burundi (91-94), Cameroon (89-98), Central Africa (91-94), Chad (91-94), 
Comoros (91-94), Congo (89-94), Equatorial Guinea (91-95), Ethiopia (93-05), Gabon 
(89-94), Gambia (89-94), Ghana (91-94), Guinea (91-94), Guinea Bissau (91-94), Kenya 
(89-05), Lesotho (91-94), Madagascar (91-94), Malawi (89-05), Mali (89-94), Mauritius 
(91-05), Mozambique (91-94), Niger (91-94), Nigeria (71-05), Rwanda (89-94), Senegal 
(89-94), Sierra Leone (89-94), Somalia (89-94), South Africa (91-05), Sudan (91-94), 
Swaziland (89-94), Tanzania (89-94), Togo (91-94), Uganda (91-04), Zambia (91-94), 
Zimbabwe (94-96). 
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For Asian and Pacific countries: Bangladesh (88-00), Cambodia (95-03), China 
(88-98), Fiji (89-98), India (88-98), Indonesia (89-98), Laos (89-00), Malaysia (88-99), 
Mongolia (91-03), Nepal (88-98), Pakistan (88-98), Papua New Guinea (89-98), 
Philippines (88-99), Singapore (88-98), Sri Lanka (88-98), Solomon Islands (95-97), 
Taiwan (88-00), Thailand (88-98), Vietnam (89-97). 

For Latin American countries: Argentina (93-03), Bolivia (91-03), Brazil (91-03), 
Chile (93-03), Colombia (91-03), Costa Rica (91-03), Dominican Republic (96-03), 
Ecuador (93-03), El Salvador (99-03), Guyana (93-00), Honduras (94-03), Jamaica (92- 
02), Mexico (86=05), Nicaragua (92-01), Paraguay (9 1 -02), Peru (91-03), Trinidad (91- 
00), Venezuela (91-03). 

For North African and Middle Eastern countries: Algeria (96-05), Djibouti (86- 
94), Egypt (00-05), Iran (89-94), Jordan (92-95), Lebanon (89-94), Morocco (93-05), 
Oman (89-94), Syria (89-94), Turkey (93-05), Tunisia (90-05), Yemen (89-94). 

The data are from the ten- volume series of WID. For some developing countries, 
such as Albania, Armenia, and Bulgaria, their FDI inflows as a percentage of GDP is 
recorded as zero in the 1970s and 1980s, according to WDI (2006). Thus, the values of 
FDI disaggregated data are zero, too. This partially enlarges the availability of the 
dataset. 



APPENDIX D 
LISTS OF SAMPLE COUNTRIES IN THE FOUR CATEGORIES FROM TABLE 4.2 



Table D.l Sample Countries with High Percentage of FDI from Developed Democracies 
and High Percentage of FDI in the Primary Sector 



Azerbaijan 


Kazakhstan 


Macedonia 


Angola 


Botswana 


Cameroon 


Central Africa 


Mozambique 


Nigeria 


South Africa 


Tanzania 


Zimbabwe 


Papua New Guinea 


Solomon Islands 


Oman 


Tunisia 


Bolivia 


Chile 


Ecuador 


Trinidad 





Table D. 2 Sample Countries with Low Percentage of FDI from Developed Democracies 
and High Percentage of FDI in the Primary Sector 

Uzbekistan 
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Table D.3 Sample Countries with High Percentage of FDI from Developed Democracies 
and Low Percentage of FDI in the Primary Sector 



Armenia 


Bulgaria 


Croatia 


Czech Republic 


Estonia 


Georgia 


Hungary 


Kyrgyzstan 


Latvia 


Lithuania 


Moldova 


Poland 


Russia 


Slovakia 


Slovenia 


Ukraine 


Algeria 


Benin 


Burkina Faso 


Burundi 


Chad 


Comoros 


Gambia 


Kenya 


Madagascar 


Malawi 


Mauritius 


Sierra Leone 


Swaziland 


Uganda 


Zambia 


Bangladesh 


Cyprus 


Fiji 


India 


Indonesia 


Malaysia 


Mongolia 


Pakistan 


Philippine 


Singapore 


South Korea 


Taiwan 


Thailand 


Turkey 


Egypt 


Israel 


Argentina 


Brazil 


Colombia 


Costa Rica 


Dominican Republic 


El Salvador 


Honduras 


Jamaica 


Mexico 


Morocco 


Paraguay 


Peru 


Venezuela 



Table D.4 Sample Countries with Low Percentage of FDI from Developed Democracies 
and Low Percentage of FDI in the Primary Sector 



Ethiopia 

Laos 

Vietnam 



Cambodia 

Nepal 

Jordan 



China 
Sri Lanka 
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Table D.5 Sample Countries without Available Information to be Classified 



Albania Belarus 

Taj ikistan Turkmenistan 

Congo, Democratic Republic Equatorial Guinea 

Gabon Ghana 

Guinea Lesotho 

Mauritania Niger 

Senegal Somalia 

Togo Bhutan 

Iran Kuwait 

Syria Yemen 

Guyana Haiti 

Panama Uruguay 



Romania 

Congo 

Eritrea 

Guinea-Bissau 

Mali 

Rwanda 

Sudan 

Djibouti 

Lebanon 

Guatemala 

Nicaragua 



